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PREFACE 
Se volume is intended to present a well-rounded group 


of varied but authoritative opinions on the relation of 

money and credit policies to America’s recovery from 
economic depression. The currency and credit policies of the 
United States Government are explained and defended by dis- 
tinguished officials and advisers, and reviewed by no less emin- 
ent critics of the national recovery program. Detached aca- 
demic economists analyze the statistical and theoretical evidence 
bearing on various aspects of the problem. Among the con- 
tributors are experts whose latest findings can scarcely fail to 
interest the specialist as well as the general reader. 

The papers here printed were originally presented at the 
Semi-Annual Meeting of the Academy of Political Science on 
Wednesday, March 21, 1934, at the Hotel Astor in New York 
City. The caliber of the speakers and the keen popular interest 
in the subject attracted a large and representative audience to 
the sessions at the Astor. The editor regrets that space does 
not permit publication of the animated discussion which fol- 
lowed the formal programs at the morning and afternoon 
sessions. To the speakers and the Committee on Program and 
Arrangements the Academy is deeply indebted. The members 
of the Committee were: Wesley C. Mitchell (Chairman), Miss 
Ethel Warner (Director), W. Randolph Burgess, Joseph P. 
Chamberlain, Thomas W. Lamont, Sam A. Lewisohn, Roswell 
C. McCrea, Ogden L. Mills, Parker T. Moon, Shepard Morgan, 
William L. Ransom, E. R. A. Seligman, Thomas J. Watson 
and Owen D. Young. 
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PART I 


AMERICA’S MONETARY PROBLEMS 


INTRODUCTION * 


WESLEY C. MITCHELL 


Professor of Economics, Columbia University 
Director, National Bureau of Economic Research 


HE ACADEMY is an organization now fifty-four years 

old, the object of which is the cultivation of the polit- 

ical sciences and their application to the solution of 

social and political problems. It seeks to inform public 
opinion by meetings and publications. 

The subject concerning which the Academy is seeking to 
inform public opinion today is ‘‘ America’s Monetary Prob- 
lems.” That is a subject with which this country has had to 
wrestle in almost every decade since the beginning of its 
history. 

We began our career as an independent nation with a set of 
currencies provided by the several states, so completely unad- 
justed to one another as to hamper gravely the operations of 
ordinary business. Our first great monetary problem was to 
create a unified monetary system that would serve our interests 
effectively, and the solution of that problem was found mainly 
through the efforts of our first Secretary of the Treasury, Alex- 
ander Hamilton. 

Later, we faced the monetary problems presented by the ill- 
regulated issues of our various banks; the problems of an unre- 
deemable paper currency; later still, the monetary problems 
arising out of the attempt to operate a nominally bi-metallic 
monetary standard, the problems created by the silver move- 


1Introductory Remarks of the Presiding Officer at the First Session of 
the Semi-Annual Meeting. 
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ment of the middle ’nineties, and then the problems arising 
from the inelastic banknote currency issued under the national 
banking system. 

This old problem, however, is continually developing new 
phases, and the current phase with which we are concerned this 
morning is one of the most interesting from the economic point 
of view, and one of the most significant from the viewpoint of 
public welfare, that has ever been discussed. 

Our President, with his admirable directness, has told us 
that the Administration is hoping not merely to overcome our 
present business difficulties, but also to establish a monetary 
system which will serve the interests of the country far more 
perfectly for an indefinite future than any type of monetary 
system that the world has hitherto had. 

The Academy is rendering a notable public service in asking 
a number of eminent authorities whose views regarding this 
great experiment are different, to present their analyses for 
the information not only of those gathered here but also for 
the wider audience upon the air. Of these authorities, the 
first to speak is Professor Frederick C. Mills, of Columbia 
University. 

Professor Mills has given perhaps more thorough and inten- 
sive study to the general topic of price fluctuations than any 
other economist of today. His notable contribution, the 
volume entitled The Behavior of Prices, which was published 
several years ago by the National Bureau of Economic Re- 
search, was a contribution of the greatest value. It is from 
the background of these intensive studies of price behavior 
under monetary conditions such as prevailed in the past, that 
Professor Mills views certain aspects of our present monetary 
problems. 

I take pleasure in introducing Professor Mills! 
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PRICE ASPECTS OF MONETARY PROBLEMS 


FREDERICK C. MILLS 


Professor of Economics and Statistics, Columbia University 


r XO many students of monetary problems prices are merely 
an abstraction represented adequately enough by any 
convenient index. To the manufacturer and to the 

merchant, the prices in terms of which the monetary problem is 
considered are far more definite quantities. They are the buy- 
ing and selling prices which determine the margin of profit or 
loss on their business operations. To the farmer, again, the 
problem of money and prices is likely to be still more specific. 
It means the price of the particular product which is his main 
concern—wheat, cotton, hogs or cattle. To the vast mass of 
consumers, finally, the price question centers about the cost 
of living. In their several ways these different conceptions 
possess elements of truth but each is also, in important respects, 
erroneous. The first view, in which the price factor in mone- 
tary problems is identified with some convenient general index, 
is perhaps no less erroneous than the others. 

We may not, I think, secure a just view of the monetary 
problem and of the possibilities of economic control through 
monetary action, unless we have a realistic conception of that 
problem on its price side. I need not here labor the point that 
it is thoroughly unrealistic to confine oneself to the movements 
of a general index in tracing price changes. But I would call 
to your minds the following facts about the reality behind a 
general price index. 

The individual price movements which such an index rep- 
resents are widely dispersed. Price phenomena are markedly 
heterogeneous. Behind any average are subordinate elements 
differing widely in their general behavior and subject to the 
play of different and often conflicting forces. The groups of 
commodities which constitute these elements differ in their 
reactions to price-making forces. More particularly, they 

[3] 
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differ in their sensitivity to the play of forces originating on 
the monetary side. 

Secondly, the reactions of given commodity groups to the 
influence of monetary forces may vary materially from time to 
time. In other words there is no standard behavior pattern in 
the reaction of prices to monetary forces, no uniformity of 
response which permits us to specify with any accuracy how 
the price system will react to stated monetary changes. It is 
true that rough traces of such a pattern are discernible, but the 
departure from uniformity is so great that no one may say with 
assurance what repercussions on the price system a given 
change in monetary conditions may have. 

In its price aspect, then, the monetary problem consists of 
a host of specific issues—particular difficulties of individual 
debtors whose incomes have been reduced, disparities between 
the buying prices and selling prices of particular producers, 
disruptions of trading relations between particular economic 
groups. Action on the monetary front, which is inevitably 
shotgun action, cannot be focused on these numerous specific 
faults in the economic machine. The effects of such action 
may not be gauged with accuracy for they ramify in obscure 
ways, and are intermixed with a host of forces more immedi- 
ately affecting given situations. This is not to say, I must 
emphasize, that monetary action is never called for. My pur- 
pose is to point out certain limitations which necessarily attach 
to monetary action, in the present state of our economic knowl- 
edge, and to draw attention to the diffused and indeterminate 
character of the consequences of such action. 

The situation arising out of a major decline in the price level 
exemplifies the point I am making. That the changes occur- 
ring between 1929 and 1933 created major price disparities 
which have since plagued us is a familiar fact. Raw material 
prices were reduced more severely than were those of manu- 
factured goods; agricultural prices dropped to much lower 
levels than did non-agricultural prices; food prices suffered 
more than did the prices of non-foods; consumption goods 
declined more in price than did articles of capital equipment; 
wholesale prices declined more sharply than retail prices. 
The violent disorders of which these changes are manifesta- 
tions threw the entire economic system out of gear. The pur- 
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chasing power of major consuming groups was seriously 
reduced by exceptionally heavy declines in the prices of their 
products. Commercial relations were disrupted and channels 
of trade obstructed. 

The effects of these disparities were felt in both international 
and domestic markets. For example, the wide gap between 
the prices of raw materials and the prices of manufactured 
goods tended to separate raw-material producing areas from 
industrial areas. Industrial countries, normally exporting 
manufactured products to raw-material producing countries, 
enjoyed the dubious advantage of relatively higher prices, 
after the recession, but found themselves burdened with heavy 
unemployment and idle equipment because of the inability of 
raw-material producers to purchase these high-priced goods in 
the quantities previously absorbed. There was thus created 
an international schism, separating the primarily industrial 
areas from the colonial areas, and introducing discrepant and 
conflicting interests into the relations between these two pro- 
ducing groups. The domestic repercussions of the disparity 
between the prices of raw and manufactured goods were of a 
different order. This country, combining the characteristics 
of both industrial and raw-material producing regions, suffered 
an internal schism. Farmers and manufacturers were sepa- 
rated by a price gap which cut in half the volume of intergroup 
trade. The conflict of interests which, internationally, sepa- 
rated industrial and colonial areas, here set off two groups of 
producers within the boundaries of a single country, with far- 
reaching economic and political consequences. 

These disparities, it must be noted, resulted from a wide 
variety of specific conditions. In part they reflected actual 
conditions on the physical side—conditions relating to stocks 
of materials and inventories of finished goods. In large part, 
however, they reflected differing flexibilities in the economic 
structure and in the system of prices—differences arising out 
of public control, monopolistic power over prices, variations in 
the relative importance of fixed costs, and other business 
factors that facilitate or retard adjustment to a new price 
situation. 

The economic effect of the numerous price disparities thus 
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set up was the creation of a log jam, in which the production 
and movement of goods in normal volume was impossible. 

I have cited this situation, which is familiar to you all, to 
illustrate my point that the problem of re-creating a set of 
price relations conducing to maximum trade, efficient distri- 
bution of purchasing power and the stable working of the eco- 
nomic system is many-sided and diverse. The trade and pur- 
chasing relations which are distorted during a severe price 
decline are innumerable, reflecting a host of specific economic 
situations on both quantity and price sides. The full correc- 
tion of these distortions calls for corresponding specific read- 
justments. We may not blandly assume that blanket monetary 
action can restore the elements of the pre-depression price 
structure in precisely the relations which then prevailed. 
When we do so we blink the harder tasks of readjustment. 

It is worth while, I think, briefly to review some of 
the reasons why the results of monetary action are unpredict- 
able and fortuitous, and why this weapon is incapable of con- 
centration upon specific faults in an economic situation. In 
this summary I shall be speaking of monetary action in a broad 
sense, including action effected through credit instruments as 
well as through other monetary agencies. 

1. The incidence, upon the price system, of monetary ex- 
pansion or contraction is, in the main, beyond the control of 
monetary and banking authorities. The complicated struc- 
ture of prices is exposed to the play of monetary forces upon 
many fronts, and just where and how the effects of an increase 
or decrease in total purchasing power may impinge upon this 
structure depends upon many factors. One of these, of course, 
is the point at which the new purchasing power is released, or 
at which existing purchasing power is curtailed. In some 
degree this factor is controllable. New purchasing power 
placed in the hands of war veterans, or farmers, or unemployed 
industrial workers, will not affect the price system in the same 
way as will augmented bank reserves. The effects of new 
purchasing power based upon extensions of bank credit may 
be felt anywhere along a very broad front. The attitudes of 
bankers and of borrowers, the expectation of business improve- 
ment, the speculative fads and fancies of the moment all shape 
the course of the new buying power. What actual elements 
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of the price structure may first react to the new situation is 
indeterminate even in the simpler cases of direct emission first 
mentioned. It is highly indeterminate for the more general 
case in which the change in aggregate purchasing power occurs 
through the agency of the banking system. 

2. So much in regard to the primary incidence of monetary 
expansion or contraction. Still further beyond the control of 
monetary authorities are the later effects of a change in the 
quantity of money, in any form. These effects are transmitted, 
of course, through the infinitely numerous ties which bind 
together the elements of the price system—ties which connect 
retail prices to wholesale prices, prices of finished goods to 
prices of raw materials, prices of commodities to the costs 
which enter into their production. But here we face the im- 
portant fact of differences in the degree of freedom prevailing 
among the prices of different commodities. Some are highly 
sensitive to the changes in purchasing power which monetary 
action may bring. Some are rigid and unvarying, even in the 
face of extreme alterations in monetary and in market condi- 
tions. Between these two limits lies a wide variety of condi- 
tions. Causes for departures from complete flexibility derive 
from the legal, political and social framework in which our 
economic life goes on, as well as from economic conditions 
proper. Public regulation, monopolistic and semi-monopol- 
istic power, price-fixing agreements, actions of open-price asso- 
ciations, valorization efforts, wage agreements—impediments 
to price freedom are the rule rather than the exception in a 
modern industrial economy. Indeed, purely economic tend- 
encies, inherent in the development of such an economy, have 
contributed mightily to make the free price system of tradi- 
tional economics a memory only. The constant increase in the 
capital equipment of modern industry has brought with it those 
highly inflexible elements of overhead cost which dominate the 
pricing policies and practices of large-scale industry today. 
Rigidity, desirable or not, is self-created in an industrial 
economy. 

These various elements of modern economic life unite in 
complex ways to create a price system curiously compounded of 
free, semi-free, viscous, and semi-viscous, rigid and semi-rigid 
elements. Nor is there permanence in the proportions of these 
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elements, and in their modes of combination. The shifting 
currents of economic and political change are constantly intro- 
ducing new restraints here, new rigidities there. (More 
rarely, these changes may serve to replace inflexibility by some 
degree of freedom.) It is upon this complex and heterogen- 
eous price system that the forces of monetary action play. 
Clearly, we may draw no simple conclusions concerning the 
nature of a given reaction, nor the ramifications of a given 
impulse. Even in retrospect, after the event, it is difficult to 
trace the train of events which may be set in motion by changes 
on the monetary side. 

3. I have spoken of the initial incidence of monetary action 
on the system of prices, and of the varying sensitivity of ele- 
ments of the price system to monetary changes. As a third 
reason for uncertainty as to the consequences of such action we 
should note that the ultimate magnitude of the change in 
aggregate purchasing power resulting from given monetary 
action is highly indefinite and unpredictable. An increase in 
bank reserves may be pyramided a stated number of times, as 
bank credit proper, if the full possibilities of such expansion 
are realized. But whether it will be so pyramided depends 
upon whether advantage is taken of the possibilities of expan- 
sion. And this is but the beginning. For beyond the banking 
sphere, in the realm of industry and trade, there open up new 
possibilities of pyramiding, and of stimulating expansion of 
both book credit and bank credit. And if we project into the 
picture, as we must, the factor of velocity—noting that the new 
purchasing power may be utilized but few or many times per 
month—we have another complicating condition. Apart, then, 
from uncertainities relating to the incidence of monetary 
expansion or contraction, and uncertainties arising out of the 
varying flexibilities of prices, we have an important additional 
element of uncertainty in that the degree of expansion or con- 
traction of a stated absolute change in the quantity of money 
(or credit) is beyond the control of monetary authorities. 
Here, again, the attitudes, the hopes, the fears, of countless 
producers, traders, speculators and consumers will shape the 
course of actual events.* 


1 The discussion has been limited to cases in which monetary action leads 
directly to changes in total money or credit in use, or to changes in the bank 
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I have stressed these facts because we are prone to lose sight 
of the complexities which lie on the price side of monetary 
problems, and to think in terms of simple and precise relations 
and consequences which are far removed indeed from the reali- 
ties of the world today. It is granted, of course, that major 
changes in monetary conditions will have important repercus- 
sions on the price system, but these results may not be correc- 
tive of the difficulties that prompted the action. For inevit- 
ably, I repeat, monetary action is shotgun action, incapable of 
concentration on specific defects of the economic system. 

I would not have these statements taken to imply a definitely 
negative attitude toward monetary action. The record indi- 
cates, indeed, that such action was instrumental in checking and 
reversing the vicious spiral of deflation that paralyzed our eco- 
nomic system during critical periods of the recession. Mone- 
tary action may play an important and at times a salutary part 
as a facilitating agency in economic expansion. But it is not 
the part of wisdom to ignore the limitations of this instrument, 
to fail to note that it is non-specific and unfocused, and that its 
detailed consequences are necessarily fortuitous and unpre- 
dictable. 

I have said that the system of prices through which the con- 
sequences of monetary action are realized is a heterogeneous 
structure, and that its characteristics have changed appreciably 
with the growth of modern industrial economies. The be- 
havior of this system under the impact of monetary forces is 
subject, accordingly, to change with the passage of time. One 
factor making for change is the steady increase in the magni- 
tude of capital investments, and the corresponding increase of 
overhead costs. These costs, necessarily rigid, difficult of 
change, tardy of liquidation under the pressure of business 
recession, play a potent réle in the movement of prices. Their 
increase has rendered the entire price system less flexible. 
But such modifications in the working of the price system occur 
slowly. Far more important today are changes due to price- 
fixing and price-regulating measures adopted under the new 


reserves upon which the credit element of purchasing power rests. The 
consequences of monetary actions less direct in their relation to the total 
circulating medium, such as a change in the value of gold when dollars are 
not convertible into gold, involve additional elements of uncertainty. 
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industrial codes. Here, over extensive areas of economic 
activity, inflexibility is being consciously and deliberately in- 
troduced into the price system. 

Many problems are raised by these economic innovations. I 
here refer to but one. When the price structure is being 
altered in its central characteristics, through the introduction 
of numerous new rigidities, the uncertainties arising out of 
monetary changes are increased, and control through monetary 
action becomes more difficult. 

I do not here imply that full price freedom can be or should 
be regained. So far as I can see, we are treading a path, and 
have for many years been treading a path, that carries us away 
from price freedom, toward a system increasingly rigid and 
inflexible in its elements. This is but another way of saying 
that we are moving away from an automatically codrdinated 
system to one which is consciously controlled. Such danger 
as there is in this lies not in the fact that we are taking this 
route. There is, I think, a compulsion in the nature of things 
that presses us forward. The danger lies rather in our moving 
precipitately and wildly along this route, taking action before 
we appraise its consequences, fixing prices haphazardly with- 
out realizing that when a price is fixed definite responsibility 
at once arises for the discharge of the function that the free 
price formerly performed. In our movement in the direction 
of control we must not outrun, by too wide a margin, our 
knowledge of the terrain we traverse. This general principle 
holds with special force in the domain of money and prices. 

[10] 
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CAPITAL GOODS AND THE RESTORATION OF 
PURCHASING POWER 


ALVIN H. HANSEN 


Professor of Economics, University of Minnesota 


T is by now, I think, generally agreed that the business 
] cycle is characterized mainly by fluctuations in the out- 
put of capital goods. The increase of purchasing power, 
incident to the revival of business, normally comes about 
through a flow of funds into the capital goods industries and 
through the reémployment of workers attached to these fields. 
The contraction of purchasing power incident to a depression 
arises chiefly from the failure of funds, available for invest- 
ment, to find an outlet in the production of capital goods. 

A boom consists essentially in an excessive activity in the 
capital-producing industries, usually artificially stimulated by 
an overdose of easy credit. And the boom, as Juglar pointed 
out long years ago, is the basic cause of the depression. 

Sound and healthy revival therefore awaits a sufficient 
amount of depreciation and obsolescence of capital goods to 
restore rentability in the capital market. The unhealthy con- 
ditions created by a boom can be cured only by a lapse of time 
—time sufficient to restore through the process of depreciation 
and obsolescence the normal replacement of fixed capital. 
History and theory both support the thesis that there is a 
necessary relationship between the intensity of the boom and 
the time required to clear the ground for a new industrial ad- 
vance. The time element may be prolonged if the conditions 
obtaining in the money and capital markets are unfavorable 
due to a lack of confidence in the banking structure. The lapse 
of time required may also be prolonged by the slowing down 
in the rate of technological developments, by the failure of new 
products to emerge on the horizon, by the lack of new inven- 
tions and new industries to open up fresh fields for profitable 
investment. 
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Much is to be said for the view that the sanest and most 
sensible way of meeting a depression is to wait for the normal 
processes of revival. This in effect means to wait until de- 
preciation and obsolescence have cleared away the excess 
supply of capital goods and have opened up again the way for 
renewed activities in the capital-producing industries; to wait 
until new products, the discovery of new resources and the 
development of new techniques have made possible the rise of 
new industries and the expansion of established ones so that a 
new outlet can be found for profitable capital investment. 

In large measure, this is the policy that has been pursued 
in Great Britain during the current depression. It is of course 
all a matter of degree, but as compared with our own attitude, 
Britain has awaited with astonishing political patience and 
social tranquillity the working out of the normal processes of 
revival. In contrast, we in the United States have exhibited a 
degree of public nervousness and impatience which has necessi- 
tated wholesale experiments with forced methods of recovery. 
This contrast is in part to be explained by a difference in the 
temperament of the two peoples—the excitability of the 
American in contrast to the steadiness of the English. It is 
to be explained in large part, however, by the presence in Great 
Britain of two fundamental institutions which form important 
bulwarks against extreme deflation of purchasing power. I 
refer to the British system of banking and to the system of 
unemployment insurance. The former has given a security to 
the financial structure which prevented widespread hoarding of 
funds and placed therefore a measure of restraint upon the 
withholding of idle resources from the investment market. 
The second enabled the mass of the people to endure the de- 
pression without a too serious encroachment upon an established 
standard of living. This twofold security, of the financial 
structure and of the standard of living, enabled the govern- 
ment to proceed cautiously with recovery programs and pre- 
vented it from being drawn into this or that experiment under 
the pressure of unbearable economic conditions. 

Much may be said for the thesis that, in the present state 
of knowledge of business cycle therapeutics, it is safer to pre- 
pare calmly and deliberately for the recurrence of business 
depression—doing meanwhile what we can to: check the ex- 
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cesses of the boom; and when the expected business stagnation 
sets in, to wait until, through the lapse of time, new outlets are 
developed for the capital goods industries, easing meanwhile 
the strain of the depression by means of the two basic guaran- 
tees of security and stability to which I have referred. 

Britain’s system of unemployment insurance has not only 
alleviated distress; it has also provided a resisting wall to hold 
back, in a measure, the receding tide of deflation. If employed 
wage earners are assured some reasonable minimum of sub- 
sistence, even in a period of unemployment, they will be less 
inclined to hoard current incomes from fear of future dismissal. 
There results a more active functioning, a freer flow into the 
commodity markets of the available purchasing power. More- 
over, if a minimum of subsistence is maintained for the wage- 
earning class, there will not result the crowding together, the 
congested housing, forced by desperate circumstances, which 
intensifies to an artificial degree the excess of facilities created 
by the preceding constructional boom. If the total national 
income falls to very low levels, a degree of overcapacity 
develops in the whole fixed capital field, that is essentially 
spurious since it grows with the vicious spiral of deflation. 

The development of a sound banking structure and an effi- 
cient system of unemployment insurance would be long forward 
steps for this country. This is the minimum program for 
grappling with the problems of business depression. So far, 
present knowledge can, I think, safely guide us. It may be 
possible to go farther, as I shall indicate, but the difficulties 
increase. 

There is not much that we can do to hasten the recovery of 
the instrumental trades or to restore private investment in fixed 
capital once the depression is upon us. Time alone can supply 
the fundamental cure for the overdevelopment of fixed capital. 
Yet, under certain conditions, it may be possible to check the 
severity of the decline and maintain a moderate level of pur- 
chasing power, not only by the measures just indicated, but 
also by a program of governmental capital expenditures. 

The chief difficulty with a public works program is the limi- 
tation imposed upon this device by the international gold 
standard. Unless all countries, operating on a fixed exchange 
basis, simultaneously engage in capital expenditures, the pro- 
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gram has severe limitations. If one country alone engages in 
gigantic capital expenditures and succeeds thereby in raising 
purchasing power, incomes, and the internal price level a dis- 
equilibrium is created in the international price structure. No 
country can raise its price level above the world price level 
(except within very severe limits) so long as it remains on a 
fixed exchange basis in relation to the outside world. Public 
works can therefore never succeed in checking a depression 
unless the program is undertaken on an international scale, at 
least by the major countries operating on an international 
monetary system. Countries, to be sure, with national curren- 
cies, with flexible exchange rates, may indeed freely utilize this 
device. But a flexible exchange system creates other diffi- 
culties which we cannot here consider. 

There are those who argue that in the present crisis there is 
no likelihood of any large expansion of the capital goods in- 
dustries and therefore there are no good prospects of an ade- 
quate restoration of purchasing power. It is argued that there 
still exists a vast amount of excess capacity, and that therefore 
the prospects for profitable investment of new capital are not 
yet in sight. This position, I think, is quite untenable. There 
can be no question that the four years of the depression have 
made large inroads on the existing capital equipment, and that 
a large field for replacement through depreciation and obsoles- 
cence is in prospect. Moreover, at the bottom of any depres- 
sion there is always, as indicated above, a spurious element in 
the visible overcapacity. Once replacement of excess capital 
sets in, once some measure of new investment is started, once 
the volume of purchasing power begins to rise, a need for new 
capital not formerly visible develops. With a moderate rise in 
the index of business activity it is likely that new capital expen- 
ditures must be made by the transportation system, by the iron 
and steel industry, and by the industries supplying basic 
instruments of production. Moreover, a general recovery of 
income will diminish the overcrowding and congestion in hous- 
ing facilities and will open up new possibilities in this field. 
In addition new products and new industries are in prospect. 
Heating and air-conditioning equipment, modernization of 
residences, modernization of the railroad passenger service, 
the development of power plants and the like, indicate certain 
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directions in which the new capital investment is likely to move. 
Most important, however, is the undoubted fact that in every 
period of revival] the directions which new investment will take 
are never clearly visible at the moment. The possibilities for 
expansion are hidden in the dynamics of the situation and 
emerge only as the revival itself develops and cumulates. 

A large field, moreover, for capital expenditures can be found 
in agriculture. Farmers have for some years allowed their 
equipment to deteriorate. Farm buildings are out of repair 
and farm houses are for the most part hopelessly obsolete. An 
enlarged purchasing power on the part of agriculture offers a 
considerable outlet for funds into fixed capital. 

The development of capital expenditures of this character 
following from the A. A. A. is one of its important repercus- 
sions which must not be overlooked. I do not mean, however, 
to imply that the A. A. A. is in any sense a sound permanent 
solution of the agricultural problem. In the very nature of 
the case it cannot be a permanent solution. It offers at best 
only a breathing spell made politically necessary by the des- 
perate agricultural situation. No country can permanently 
indemnify a major industry against technological and struc- 
tural changes. It can, to be sure, do so for a time, but the 
accumulation of such burdens in a highly dynamic world, with 
changes in techniques and demand that make fundamental 
structural adjustments unavoidable, would in a relatively few 
years reach such gigantic proportions as to become quite intol- 
erable. But the necessary adjustments can be tempered by 
measures that do not involve extreme regimentation. 

The restoration of the capital goods industries would bring 
substantial relief for agriculture. The vast unemployment 
occasioned mainly by the collapse of these industries, furnishes 
a leading explanation of the serious decline in the market for 
agricultural products. Agricultural prices rise and fall with 
industrial employment and urban incomes. Few economic 
relationships are better attested by recent history, especially 
that of the last fifteen years. Normal activity in the capital 
producing industries may be expected to restore in large 
measure agricultural purchasing power. And increased agri- 
cultural purchasing power, in turn, will tend to reinforce and 
sustain the capital goods industries. 
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I have indicated that there are various fields which offer 
prospects for the expansion of capital investment. But there 
are serious obstacles to be overcome, notably in the N.R.A., 
which I regard as essentially deflationary in tendency, and in 
the Security Act with its rigorous restraints upon responsible 
issues. It is by no means certain that the incipient capital 
expansion can break through these difficulties even though the 
technological conditions are ripe. 

On the other hand, once the expansion is well under way, it 
should be allowed to develop without the support of artificial 
stimuli which must sooner or later be withdrawn. Undue 
expansion, bolstered up by credit policies that cannot endure, 
is the curse of every boom. 

Moreover, we must consider the reasonable limits of activity 
in the capital goods industries. We must give serious thought 
to the problem as to whether or not in view of long-run require- 
ments, these industries are not overexpanded in the United 
States. 

It appears that here also, as in agriculture and in coal mining, 
a structural adjustment is necessary. In the first place, the 
capital goods industries have been built up to the peak of boom 
periods. Unless we are willing again deliberately to foster a 
new collapse, through an artificial constructional boom, we 
cannot tolerate a reéxpansion of the capital goods industries to 
the inflated boom level. If we are to moderate the extreme 
fluctuations of business, it may become necessary to prevent the 
reémployment of all the workers attached to these industries in 
1928 and 1929. Greater stability implies, unless new adjust- 
ments are made, curtailment of the capital goods industries. 
Indeed, such curtailment is in a sense merely the counterpart 
of deferring public works to depression periods. In the recent 
boom, public works constituted about one-third of our con- 
structional activities. If public works are to be used as a 
leveling device, a lower level of employment in the capital 
goods industries than has previously been reached in boom 
periods, is implied. 

To be sure, the transfer of a considerable volume of public 
works from good times to bad would not, in a perfectly mobile 
and flexible economic structure, necessitate a decline of the 
capital goods industries. If we could assume an automatic 
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adjustment of the interest rate, a new equilibrium could be 
reached between saving and investment. The pressure of 
funds released by the transfer of public works would then find 
an outlet in new private investment made possible by the lower 
interest rate. But the interest rate is often sticky, and invest- 
ment in consequence is sluggish. Such periods as that of 1873- 
1896 indicate that as the interest rate falls under the pressure 
of surplus funds, the outlet of such funds into real investment 
is slowed down, creating relative business stagnation. Funds 
find any easy outlet into investment when the prospective rate 
of profit, and therefore the interest rate, is high. When the 
rate is pushed down toward that minimum envisaged by the 
classical economists, the outflow into investment in capital 
goods becomes sluggish and difficult. When the volume of 
savings outruns technological developments the prospective 
rate of profit is low, and investment in new capital falls below 
the required level. 

Experience thus warns that it is not possible to make the 
easy assumption that the investment opportunities, withdrawn 
by the transfer of public works from prosperity to depression, 
will find ready substitutes in private capital outlets. 

Moreover, we must note the fact that the capital goods in- 
dustries have been predicated in the past upon a continuous 
growth of population. We are now in a transition stage. We 
are reaching a period of population stabilization. The whole 
new outfit of capital formerly needed by the added population 
—houses, factories and equipment for the new workers—is now 
no longer needed. A stable population needs only to replace 
its existing capital and to make such additions as technique 
requires. 

In brief, if we aim to achieve more stable business conditions 
and if we are approaching population stabilization, it is evident 
that our capital goods industries may have to suffer a decline 
from the previous high levels attained in boom periods. If 
this analysis is correct a diversion of workers from these fields 
into other lines is indicated. It is probable, however, that this 
diversion may be minimized in considerable measure by an 
absolute expansion of private expenditres on durable con- 
sumer’s goods. 

Where can the employees of capital goods industries go? 
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If we look at the trend of occupational statistics, we shall dis- 
cover that the movement is in the direction of the service fields. 
Employment in the production of material goods is, relatively, 
on the decline.* Moreover, there is a tendency in the direction 
of a larger proportion of community and governmental services. 

It is clear that the problem is not nearly so simple as is sug- 
gested by the superficial dichotomy of commodities into pro- 
ducers’ goods and consumers’ goods. A decline of the former 
in relation to the latter does not of necessity imply a relative 
decline of the capital goods industries. For durable consum- 
ers’ goods, both public and private, constitute a growing part 
of capital goods. The boom does not come to a close because 
of a lack of “spending”, meaning thereby expenditures on 
consumers’ goods; for one of the leading characteristics of all 
recent booms has been an excess of “ spending”, both public 
and private, on durable consumers’ goods. Such excess of 
“spending” has indeed encroached on the volume of funds 
available for investment to such a degree that the rate of inter- 
est in the capital market has been pushed to levels which pre- 
cluded profitable investment in producers’ goods. At this 
point the output of producers’ goods must, of necessity, decline. 
Thus, the depression may be precipitated, not by a failure of 
consumption, but by an excess of “spending” on durable 
consumption goods. 

The problem does not run in such overly simplified terms as 
production and consumption, saving and spending. Rather it 
runs in terms of the adjustment of the production of all capital 
goods, both producers’ goods and durable consumers’ goods, 
whether public or private, to the funds seeking investment. A 
disequilibrium in these terms implies business instability. 

To maintain some measure of equilibrium in these two terms 
may involve, in the future, control of both. The volume of 
funds seeking investment may be regulated to some extent by 
three methods: banking policy, taxation and wage policy. 
And the output of capital goods may be regulated in part by 
the expansion or contraction of public works. 

Banking policy and public works are the traditional weapons 


1It is possible, however, that of total consumers’ goods, durable con- 
sumption goods (a part of the larger category of capital goods) are growing 
relatively to “liquid” consumption goods. 
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for the control of cyclical fluctuations, the former being more 
useful to check the boom and the latter to check depression. 
Public finance and wage policies, properly managed, might 
under certain conditions prove more efficacious. Like public 
works, finance policy is better adapted to check the depression. 
But even more than public works, its use is rigorously limited 
under the traditional gold standard; for under this system a 
country which permits an unbalanced budget is quickly brought 
to terms through the flight of capital and gold withdrawals. 
Wage policy was indeed the chief means of adjustment under 
the more automatic and flexible cost-price structure that pre- 
vailed in the nineteenth century. But under modern institu- 
tional arrangements it acts perversely, rising too slowly in 
boom times and falling little, if at all, in periods of depression. 

For the secular stagnation of business, incident to the accu- 
mulation of surplus funds unable to find an adequate outlet in 
profitable investment, the traditional remedies are: (a) huge 
governmental capital expenditures designed to absorb the 
surplus funds (vide Keynes) and (b) taxation of surplus in- 
comes or increase in wage rates (vide Hobson). 

The wage program offers obstacles not always realized. In 
a period of secular business stagnation the profit margin is 
already too narrow; hence the sluggish rate of investment in 
new capital. An increase in wage rates would narrow this 
margin still more, thus destroying still more the prospect of 
profitable investment. But while a redistribution of income 
through wage increases if carried beyond the equilibrium point 
closes investment outlets, a redistribution of incomes through 
taxation is, in strict theory, a feasible method of securing 
equilibrium between saving and investment. There are, how- 
ever, severe practical limits also to this method, since in an 
international economy, unduly high taxation is likely to cause 
a flight of capital and a deflation of purchasing power and 
prices. 
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THE RELATION OF CREDIT AND PRICES TO 
BUSINESS RECOVERY 


HAROLD G. MOULTON 
President, The Brookings Institution 


N view of the broad scope of the subject assigned to me, it 
| is necessary for me to indicate at the outset what phases 
of the problem of credit and prices and business recovery 
I will not undertake to discuss. First, I will not include any 
analysis of the long term credit problem. Second, I will not 
discuss the relation of gold to prices either in the long run or 
the short run. I will not discuss the velocity of circulation 
either of money or credit. I will confine my discussion prim- 
arily to the question whether a rise of prices and business re- 
covery can be actively and effectively promoted by an expan- 
sion of bank credit. I will state my conclusion in advance, 
which is that bank credit is—and so long as sound banking 
practices are adhered to must be—a relatively passive factor in 
the recovery process. 


Interest Rates and Credit Expansion 


Many economists and may bankers have long held the view 
that recovery normally occurs as a result of expanding bank 
credit induced by low interest rates, and that recovery can be 
expedited by means of central bank policy. In fact, this doc- 
trine was very widely regarded as one of the settled principles 
of political economy. 

The theoretical consideration that underlies this view may 
be summarily stated. It derives from a general principle of 
value, namely, that if the price of any commodity is lowered, 
other things being equal, the demand for that commodity will 
be increased. Since bank credit may be regarded as a com- 
modity, it would follow that if its price falls, other things equal, 
the demand for credit will expand ; hence more credit will enter 
the channels of circulation, and business activity and prices 
will be stimulated. 
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It will be observed that a crucial assumption in this theory 
is that other things remain equal when interest rates decline. 
It requires only the most casual observation, however, to reveal 
that when interest rates decline in a period of depression other 
things are not remaining equal. Indeed, it is because other 
things have changed that interest rates decline. The cause of 
declining interest rates in a period of deflation is the contraction 
of bank loans concurrently with the decline in the volume of 
business and the fall in the level of prices. As the volume of 
business shrinks many loans are repaid that are not replaced by 
new ones because the money is no longer needed. Moreover, if 
prices and costs fall a smaller quantity of funds is thereafter 
needed to conduct the same physical volume of business as be- 
fore. As the volume of loans is reduced the amount of unutil- 
ized reserves expands and interest rates decline. The chang- 
ing business situation is thus responsible for the decline in 
interest rates. Other things have not remained equal. 

It is this theory which has furnished the basis for the view 
that central banks could expedite recovery merely by lowering 
their interest rates to member banks, and particularly by means 
of open market operations. It was assumed for a long time 
that the mere lowering of central bank interest rates would 
accomplish the desired result; for if a member bank could bor- 
row at a Federal Reserve bank, for example, at a rate of 3 per 
cent instead of 5, it would pay that bank—other things equal— 
to increase its borrowings. Member banks did not, however, 
automatically increase their borrowings in response to lower 
rates—for the simple reason that the demand from private bor- 
rowers for accommodations was not expanding. 


Open Market Operations Ineffective 


The purchase of securities and acceptances by the Federal 
Reserve banks in the open market came in due course to be re- 
garded as a “sure fire” means of accomplishing the desired 
result and accomplishing it quickly. In the view of one group 
of theorists, by means of open market operations the Federal 
Reserve banks could ‘‘ pump money into the channels of circu- 
lation’’ and thereby automatically raise the level of prices. 
These writers did not understand the banking mechanism, for 
the purchase of bonds in the open market does not necessarily 
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get money into the channels of circulation, that is to say, into 
the pockets of the people. Most of these securities are pur- 
chased from the banks and all that happens is that money is 
transferred from Federal Reserve banks to private banks. 
Even when securities are purchased from individuals there is 
no assurance that more money will as a result be paid out in the 
commodity markets. As a rule, the individuals or institutions 
other than banks who sell securities to the government simply 
invest the proceeds in other securities. It would only be in 
rare instances that the proceeds from the securities sold would 
be used for the purchase of commodities. 

If security purchases in the open market are to have any 
effect it must be through their influence upon the reserves of 
member banks and hence upon interest rates. It is true that 
the supply of loanable funds in the member banks may be 
increased by this device and that interest rates may be lowered 
more quickly than might otherwise be the case. But we then 
come back to the question whether low interest rates are a potent 
factor in promoting business recovery. 

There does not appear to be any historical evidence in sup- 
port of the view that low interest rates do ensure recovery. 
In the long depression of the ’seventies, for example, interest 
rates soon fell and for years were at an unprecedentedly low 
level. In England, for example, in 1875 and 1876 the Bank 
of England rate was for month after month as low as I per cent 
and at times the market rate was as low as % of I per cent. 
Instead of a resulting expansion of loans, numerous banks were 
forced to go out of existence because of a lack of borrowers. 
The same situation prevailed in the nineties both in the United 
States and in other countries. I mention these pre-war cases 
because it is commonly stated that it was not until after the 
World War that we began to have interferences with the auto- 
matic machinery of currency and price adjustments. 

Incidentally, it may be noted that it is this theory that 
accounts for the doctrine that in the post-war period the United 
States prevented the operation of normal forces through the 
impounding, or sterilizing, of our excess gold supply. It will 
be recalled that it was stated repeatedly, more especially by 
British economists, that the American gold supply was somehow 
not being allowed to function normally as a basis for expanding 
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credit and rising prices. The only evidence for this view was 
the fact that although we had a gold supply adequate to sup- 
port a vastly higher level than existed, prices did not rise in 
this country. The theory was that the entire gold and poten- 


tial credit supply of a nation is always used—unless prevented 
by some artificial device. 


Unemployed Money 


It may help to clarify the nature of this problem if we look 
at the demand for funds through the eyes of the business man, 
who is after all the one upon whom we depend to get the money 
out. If he can obtain funds at 3 per cent instead of at 5, that 
is a favorable factor, so far as it goes. For those who need to 
borrow, low interest rates constitute a favorable factor, just as 
do low wages, or low costs of raw materials. But interest is 
only one element in the cost of production and in many cases 
it is of little or no importance, since many businesses in time 
of depression have sufficient funds on hand to finance a con- 
siderable expansion without resort to borrowing. In any 
event, the business man has to consider not one element in cost 
merely but the whole cost situation and the prospect for sales 
as well. The truth, of course, is that it is the business man’s 
appraisal of the complex buisness situation as a whole that 
governs his decisions. 

In a time of depression we recognize that there is a great 
deal of unemployed labor, and we assume that such labor will 
not be reémployed until the general business situation begins 
to pick up. Why not recognize that in a time of depression 
we also have a great volume of unemployed bank credit and 
that this unemployed money will not again find a job until the 
general business situation improves? Unemployed labor, un- 
employed factories, unemployed raw materials, unemployed 
money, are all accompaniments of depression. 

We have tried more or less throughout the course of the 
present depression to stimulate recovery by means of credit 
policies. The Federal Reserve has lowered interest rates and 
has engaged in open market operations on a vast scale. When 
this did not bring results, we even organized codperating credit 
committees whose function was to help get this money actually 
into the channels of circulation. But all efforts were in vain 
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so long as the economic situation as a whole remained unfav- 
orable; credit continued to be unemployed. It was not until a 
combination of other factors started the recovery process that 
demands for increased banking accommodations began to 
appear. 

One important aspect of the bank credit problem remains 
to be considered. All through the depression there have been 
many would-be borrowers who were denied credit by the banks, 
except perhaps at prohibitive rates of interest. While rates 
have been very low on first-class commercial paper, rates on 
certain other types of loans have remained high. Moreover, 
rising costs under the N.R.A. codes necessitate an increase in 
working capital without giving assurance that profit margins 
will be maintained. To meet these credit needs it is felt that 
the government must either make loans directly to certain in- 
dustries or establish a new type of banking institution which 
will handle a type of business now shunned by the commercial 
banks. This proposal is directly related to the general prob- 
lem of promoting recovery by means of government credit—to 
a consideration of which we now turn. 


Public Credit to Prime the Pump 


The utilization of public credit as a means of promoting re- 
covery is a different matter. When the government borrows 
from the banks for the purpose of constructing public works, 
providing relief, etc., the money circuit is completed from 
Federal Reserve and member banks through the Treasury to 
the pockets of the people. Thus it enters directly into the 
channels of circulation and is expended in the purchase of 
commodities. Whatever may be its efficacy in promoting 
sustained recovery, or the consequences upon fiscal stability, 
there can be no doubt that through public credit we set money 
to work for the time being. The whole process here is carried 
out without regard to the possibilities of business profits and 
without regard, in many cases, for the prospect of direct repay- 
ment.* 

It is believed, moreover, that more liberal extensions of 
credit will stimulate the recovery process. We are trying to 


1 The C.W.A. program, for example, is essentially a relief program with 
no prospect of direct repayments. 
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prime the industrial pump by pouring water into the pipe 
through several apertures simultaneously, that is, by means 
of government expenditures for public works, relief, etc., 
through compensation to farmers codperating in the adjustment 
program, through the pay envelopes of laborers employed 
under N.R.A. codes, through loans from the R.F.C., and now 
possibly by means of a new type of banking loans to individuals 
or corporations unable for one reason or another to procure the 
credit needed from ordinary banking channels. This latter, it 
is said, would in a very short period of time get several hun- 
dred million dollars into the channels of circulation. 

Such credit extension would undoubtedly contribute a stim- 
ulus to business similar to that which is exerted by direct gov- 
ernment outlays. Since there is an undoubted demand for a 
considerable volume of loans, in connection with which the 
commercial banks are unwilling to assume the risks, additional 
credit derived ultimately from Federal Reserve sources would 
undoubtedly find its way into the channels of circulation. The 
possible effect of such loans upon the banking and business 
structure cannot here be discussed. Everything will depend 
upon the character of the institutions that may be devised and 
the principles employed in the extension of credit. 


Bank Credit a Passive Factor 


In the course of this discussion little reference has been made 
to the question of prices. I may merely state, by way of con- 
clusion, that prices cannot be raised through credit policies 
except as such credit policies may facilitate business recovery. 
As the volume of business expands, the quantity of credit re- 
quired to finance the productive process will increase, and if 
prices rise as a result of reviving confidence, expanding de- 
mands, rising costs, etc., an additional volume of bank credit 
will be required to finance business which is being conducted 
upon a higher cost and price basis. An adequate supply of 
bank credit, if it is available, will permit, though it will not di- 
rectly cause, a higher level of commodity prices. 

To guard against confusion let me distinguish between the 
passive influence of an abundance of bank reserves and low 
interest rates in relation to recovery and their relation to pros- 
perity after recovery has occurred. A large supply of loan- 

[25] 


| 


26 MONEY AND CREDIT IN RECOVERY PROGRAM  [Vor. XVI 


able funds at moderate rates, once a general recovery has oc- 
curred, may undoubtedly contribute toward an unhealthy boom 
situation. The concern that one frequently hears expressed 
lest our present great reserves may lead to wild inflation has, 
however, little foundation. We had a similar situation in all 
the years from 1922 to 1929 without witnessing any rise in 
commodity prices—though, if I recall correctly, security prices 
rose materially at one period. In any event, as I have indi- 
cated in an earlier paragraph, a large part of our excess money 
of those years never did get loaned out, but remained as un- 
employed reserves in the Federal Reserve Banks. That is 
what is likely to happen again. 
[26] 
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SILVER IN OUR MONETARY SYSTEM 


HON. KEY PITTMAN 
U. S. Senator from Nevada 


ERMIT me to express my pleasure in the honor you 

Pp have conferred upon me by giving me this opportunity 

to express very briefly my opinion on the subject of 

silver in our monetary system. I say “express my opinion” 

because in twenty minutes it is impossible to make a complete 
argument. 

The question is not whether we shall establish silver as a 
part of our monetary system, but whether we shall remove the 
restrictions that now exist as to the use of silver and permit its 
operation as currency and metallic base to the fullest extent. 

At the present time, in approximate figures, our total cur- 
rency is around $9,000,000,000. Of this amount a little over 
$800,000,000 is silver currency. I am attempting in this brief 
statement to avoid dealing in exact statistics. I hope, rather, 
to express the principle underlying my opinion. 

I am quite conscious of the general belief in high economic 
circles, and among many of the peoples of the world, that 
silver is in the nature of a fiat currency, and, to say the least, 
but a monetary token. 

For over fifty years, in nearly all of the great nations of 
the world, gold has been maintained as the sole money and 
monetary base. It has, therefore, come to be considered as 
the only sound and safe money. I have no desire that this 
base shall be disturbed. It has proved to be an accurate 
measure of national and international values. It has served 
as a national measure of values and a restriction upon the 
unlimited issue of currency and credit. It is, of course, 
entirely unnecessary here to discuss the definitions of money 
and its functions. 

In brief, however, money has been invented to serve two 
great purposes, namely to provide a reservoir of surplus earn- 
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ings, and to function as a medium of exchange. The stability 
of money is most important with respect to its function as a 
reservoir of surplus earnings. A change in the value of 
money as an exchange medium is subject to compensation 
and is, therefore, of less importance. 

A man dies and leaves to his heirs in the form of money a 
part of the savings of his lifetime. He hoped these savings 
would forever have the same exchange value as those things 
which he had denied himself. He believed, and had a right 
to believe, that the value of his money was natural and was not 
subject, therefore, to destruction through the vagaries or vicis- 
situdes of governments. This belief was not blind faith. It 
was based upon and supported by the immutable laws of 
nature. 

Metallic money was not the invention of any monetary, 
financial or governmental genius. It was simply an evolution 
of nature. At the dawn of civilization men traded those 
things that they did have for those things which they did not 
have. This form of barter and trade was the first step in the 
evolution of commerce and an advancement in the standard of 
living. This exchange was limited by production, distances 
and facilities for transportation. Neighbors found no 
difficulty in trading that which they produced, but the necessity 
for long transportation made it impossible to acquire many 
varied products. A measure of value of products became 
essential to overcome these limitations. 

Producers discovered that a chunk of metal called “gold” 
was very rare, and, by reason of this quality, was desirable. 
They termed it a precious metal. One man would trade a 
sheep for this chunk of metal and another man would trade 
a cow, which contained ten times as much food product, for ten 
of these chunks of metal. And so, gold became a medium 
for the measure of values and the exchange of products. 

No government then declared that it was legal tender that 
could be tendered and must be accepted in payment for debts 
or in settlement of contracts of sale. Gold’s function as money 
was based upon the confidence of those who used it, that it was 
a rare and precious metal, and so it was, and is, a rare and, 
therefore, precious metal. It may seem a strange thing that 
it is rare. There is no human reason why there is not as 
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much gold in existence as there is iron, but the history of the 
ages has proven that there is not. 

Since the dawn of civilization it has been cought by all 
peoples. They have risked their lives in hard and dangerous 
countries; they have fought for it. Yet its production has 
been limited by nature, as has been the production of human 
beings and commerce. Both have increased, and yet both have 
been limited by nature. Such is the history of the origin, 
production and use of gold as money. These facts are known 
either consciously or subconsciously by all peoples, even in- 
cluding our professors. Living professors, unfortunately, 
were born, were educated, have studied and have existed in 
the modern gold-standard:era. Most of them will trust noth- 
ing but nature, realizing the fallibility of the human intellect 
and human character. Strange to say, the same reasons that 
actuate them with regard to gold do not impress them with 
regard to silver, and yet the occurrence, production and use 
of silver have been just as natural and just as limited by ratio 
as gold. Every argument that may be used in support of the 
gold standard extends to and applies with equal force to silver 
as a basic money. 

Silver has always been recognized as a precious metal, not 
so rare as gold, not so precious, and, therefore, the money of 
the masses of the peoples of the world. Gold was the money 
of the monarch, the noble and the government; silver was the 
money of the peasant, the laborer and the smaller trader. 
And, so, down through the ages the relative occurrence, pro- 
duction and use of these two precious metals move. The 
history of the occurrence, production and uses of these precious 
metals is clear. For over 400 years the statistics with regard 
to the facts attending such occurrence, production and use 
are quite accurate. 

It may seem strange, almost miraculous, that during all 
this period there has only been a small quantity of gold pro- 
duced and a small quantity of silver, and that the relative 
production during all of that period was approximately fifteen 
ounces of silver to one ounce of gold. 

Not more than 1,000,000,000 ounces of gold have been 
produced in the world since the beginning of history. Few 
know how small a quantity of gold there is in existence, and no 
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one seems to realize it. Everybody, however, knows there is 
not enough to go around. How about silver? All mono- 
metallists who have spoken or written seem to think that the 
law of preciousness which applies to gold does not apply to 
silver. They constantly intimate that there is some great 
supply of silver somewhere which some day will flood the 
world if silver is restored to its monetary uses. As a matter 
of fact, the production of silver has not exceeded 15,000,- 
000,000 ounces. There has been, of course, a tremendous 
depletion through abrasion, loss and destruction of both of 
these metals, and today, allowing for these factors, we may 
only estimate the amount of gold and silver in existence. No 
matter what factors may be used or what estimates may be 
made both metals are extremely scarce and both are entitled 
to the definition of precious metals. 

There are other reasons besides their preciousness that gave 
these metals their function as money. They are practically 
indestructible. They always have been and are now found 
everywhere throughout the world in the same limited quanti- 
ties and natural ratios. They were acceptable, therefore, 
everywhere as money. 

About 400 years ago banks were originated to facilitate the 
transfer of money. These institutions added greatly to the 
safety, convenience, transfer and velocity of money. 

These banks did not defile, injure and depreciate the value 
of gold and silver money, but greatly added to their functions 
as media of exchange. It was not until governments at- 
tempted artificially to affect the functions of gold and silver as 
money that the natural conditions became disturbed. 

Napoleon attempted to determine and fix the ratio of value 
between gold and silver. The result of his studies and his 
acts was to fix the ratio at approximately 15% to 1. Subse- 
quently Great Britain arbitrarily fixed the ratio of value at 
approximately 16 to 1. Silver, therefore, had a greater value 
relative to gold in France than in England. So the final 
result was that gold moved to England and silver moved to 
France and to other countries that followed France’s example. 
The selfish element then interposed, and England, having 
quantities of gold, simply said, ‘From now on gold and 
gold alone shall be the full legal tender money of England and 
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its measure of value.” Such action, of course, diminished the 
demand for silver but not sufficiently to affect it materially, 
as the rest of Europe refused to follow the action of Great 
Britain. And we find still that the new relativity of value 
of gold and silver moves on until after the Franco-Prussian 
War, and then large quantities of gold moved into Germany 
from France as war indemnities. 

Governmental cupidity moved Germany to establish the 
gold standard. This action was followed by other countries, 
including the United States in 1873. These acts again re- 
duced the demand for and depreciated the value of silver. 
Those governments that had large reserves of gold were bene- 
fited, while those governments that had large reserves of silver 
were injured. These acts, however, were not sufficient to be 
destructive of monetary standards because all governments, 
by parity acts, maintained to a limited extent the monetary 
qualities of silver and its legal tender functions. 

Then came the post-war management of money. Germany, 
burdened with an artificial debt, abandoned all hope of 
anchoring its currency and credit system to either gold or 
silver and proceeded with an unmanageable currency which 
proved the absurdity to which managed currency might go. 
Conservative France, now a protector of gold and the gold 
standard, depreciated its own gold standard currency eighty 
per cent. But why go farther? This history is common 
knowledge. Great Britain abandoned the gold standard. We 
abandoned the gold standard. The result was inevitable. 
The exchange value of currencies depreciated and then various 
countries abandoned the gold standard and threw off all re- 
straint in currency issues. 

This depreciation of the exchange value of currencies invited 
purchases in countries having depressed currencies, and so 
money became a weapon of commercial exploitation instead 
of a measure of values. 

The great lesson learned from this experience is that nature 
is sounder than the human intellect and that the immutable 
laws of nature alone may be trusted. It has dealt a death 
blow, in my opinion, to the theory of a managed currency not 
based on gold or silver. It has demonstrated the impossibility 
of any stability in international exchange where currencies 
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are based on artificial rather than natural foundations. We 
have got to get back to the natural, age-long, accepted metallic 
base for money. The desired result can never be accomplished 
through an international conference until the most powerful 
governments in the world agree on the base. Such an 
agreement will be reached through necessity and then money 
will cease to be used as a commercial weapon and will be re- 
stored to its functions as a measure of values in domestic and 
international commerce. 

But I have drifted away from the subject assigned to me— 
silver in our monetary system. Silver is now and always has 
been a part of our monetary system. Our monetary system 
was established on bimetallism. This system was not changed 
until 1873, when we adopted monometallism. The Act in 
itself, as far as the establishment of a single standard of 
measure is concerned, had little disturbing effect. A provision 
of the Act, however, which discontinued the coinage of stand- 
ard silver dollars, was a violent attack upon the natural demand 
forsilver. Its free and full functions as money were destroyed 
and, of course, there naturally followed a depression in its 
demand and, therefore, its value. 

Learned economists state that silver is only a commodity. 
Of course that is true, but it is equally true that gold is only 
a commodity. Neither one of them, as commodities, if their 
use for monetary purposes were destroyed, would be as valu- 
able, in my opinion, as iron. These same learned scholars 
would say that the value of gold is stable while the value of 
silver is unstable. When the chief value of anything is de- 
stroyed by governmental action it becomes unstable. Recent 
events have caused us to wonder whether or not even the 
commodity value of gold is stable. 

I am not at liberty to argue further the question of the 
respective merits of the gold standard, bimetallism, the silver 
standard, or managed currencies. I am assuming for the pur- 
pose of this argument that at the present time, and possibly 
for ages, the fallibility of the human mind requires a natural 
check such as a metallic base for currency issues. Then the 
question arises whether we shall need both metals in the future 
as we have in the past with the exception of sporadic periods 
of governmental interference. 
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I hold to the position that there is not sufficient gold in 
existence to supply the need of specie money. I hold that 
there is not sufficient gold in existence to redeem paper cur- 
rencies or contracts payable in gold. There was sufficient 
gold for these purposes as long as people believed there was. 
Now, they know there is not enough, and, therefore, there is 
not enough. As long as peoples did not demand payments in 
gold, there was ample gold. When peoples and governments 
realized there was not enough gold to go around, then all 
tried to obtain gold regardless of others’ losses and transfers 
and redemptions in gold had to cease. 

I cannot conceive, however, that this condition absolutely 
prevents the maintenance of the gold standard measure of the 
domestic and exchange value of currencies. If the chief 
governments of the world maintain gold in their treasuries 
or central banks at an agreed ratio to their currencies and 
utilize such gold for the payment of trade balances, it will, in 
my opinion, serve every purpose of the gold standard of the 
past. Even this use, however, will be a strain upon the gold 
reserves of the world. 

Five countries have possession of probably two-thirds of 
the gold of the world. This maldistribution cannot be main- 
tained if there is to be a successful gold standard measure. 
There must be a redistribution through either commercial or 
monetary action. In any event, the strain upon this gold 
reserve is inevitable. 

Now, if gold is to be utilized solely in such capacity what 
is to be the basis of a sound and limited domestic currency? 
I know of no alternative except a managed domestic currency 
or a domestic currency based upon the precious metals. Gold 
will have to be used, on the theory that I have in mind, for the 
stabilization of international exchange and as a limitation upon 
currency issues. Silver, in my opinion, should be in part and 
largely the basis of currency issues for domestic purposes. It 
will not be an experiment. We have always used silver as 
specie currency and as a basis for currency issue. In 1900, 
for instance, over 30 per cent of our currency was silver 
currency. Today it is less than 12 per cent, taking any basis 
for the value of gold that you see fit. We could extend our 
silver currency in this country, if it were deemed necessary, 
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by $1,800,000,000 and still it would not be in excess of the 
ratio of silver currencies to other currencies that existed in 
1900. And, mind you, that estimate is based upon a valuation 
of 23.2 grains of gold to the dollar or $20.67 an ounce. If 
we should maintain the parity of silver and gold, then we 
could increase over 40 per cent the silver currency issue of this 
country without disturbing the ratio. 

Our silver currency today is backed by 100 per cent silver, 
while our Federal Reserve notes were backed by 40 per cent 
gold. There are only credits now back of such notes. The 
parity value of our standard silver dollar today is $1.29, 
or was before the recent gold action of our government. I do 
not know what it is now. The intrinsic value of our standard 
dollar measured by the world price of silver is 35 cents. In 
other words, while there was 40 per cent gold back of the 
Federal Reserve notes there is today 35 per cent back of our 
standard silver dollar. The intrinsic value back of our silver 
currency will inevitably increase rather than decrease, and 
probably will reach 100 per cent. 

Whether we agree or not as to the soundness and safety of 
silver specie and currency we must agree that it provides a 
natural limitation for currency issues. There are only 
I2,000,000,000 ounces of silver in existence, according to the 
best estimates. At least, 6,000,000,000 of these ounces are 
hoarded in India and 2,000,000,000 similarly hoarded in 
China. This hoarded silver will not fly from India or China. 
Such is the age-long history of the movement of silver. When 
the world price of silver was above $1.00 an ounce in 1918, 
1919 and 1920 the people of India and China purchased two- 
thirds of the silver produced in the world during that period 
of time. Silver is their measure of wealth. It is the thing 
that they cherish above everything on earth. It is the thing 
that they pass down to their decendants, and the more valu- 
able it becomes the more they desire it, seek it and hoard it. 

Over thirteen governments of the world carry over 30 per 
cent of silver reserves in their treasuries and central banks. 

There are bills pending in Congress looking to the acquisition 
of silver by our government. All of these bills have a sound 
and good purpose. None of them, in my opinion, will bring 
into our Treasury reserves as much silver as their proponents 
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hope for. Economists of China threatened to place an 
embargo upon the export of silver if the United States adopted 
any act tending to raise the price of silver. India has limited 
the sale of government silver to a total of 140,000,000 ounces 
during a period of four years. Then India will have no re- 
dundant silver and will cease to sell silver. 

And, so, it must be evident that a silver basis for domestic 
currency will be a limitation upon the issue and that probably 
is the most important factor with regard to currency issues. 
The use of silver by the great commercial countries of the 
world will undoubtedly stabilize its exchange value as the 
exchange value of gold was stabilized prior to the recent crisis. 


It is extremely important in our commerce that the exchange 
value of silver should be stabilized. Over half of the people 
of the world have silver money, and only silver money, with 
which to purchase in other countries. When the exchange 
value of this silver money is extremely low, they are unable 
to purchase in countries such as ours. In fact, China, as an 
illustration, has ceased to purchase from the United States 
all forms of manufactured articles that it may dispense with, 
and is rapidly becoming highly industrialized through the 
protection afforded to Chinese manufacturing institutions by 
the depreciated exchange value of silver. The Chinese 
banker and the Chinese industrialist are gratified by this 
situation. The Chinese government, on the other hand, can- 
not pay its foreign debts, or establish credit, or develop China 
under such conditions. The London Conference realized this. 
The Conference unanimously adopted the American resolu- 
tion, promising that the sixty-six participant governments 
would abandon the practice and policy of melting up silver 
coins, would replace low-valued paper currency with silver 
coins, and would refrain in the future from legislation that 
would depreciate the value of silver in the world market. The 
adoption of this resolution, of course, was based upon the 
consummation of the agreement among five governments 
whose countries were large producers of silver and three gov- 
ernments whose countries were holders and users of large 
quantities of silver. The latter agreement has been ratified 
by six of the eight governments, and there is hardly any 
question but that the other two will ratify. 
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I call your attention to this fact solely for the purpose of 
indicating the attitude of the sixty-six governments of the 
world towards silver for monetary purposes. We in the 
United States are more interested in the exchange value of 
silver than probably any other country, unless it be Great 
Britain. We cannot look to Europe with much optimism 
for future export trade. Europe has followed our example 
and is utilizing every expedient to protect its own markets 
against imports. China and South America are now, and will 
be for many generations, our natural export markets. They 
cannot buy from us at our prices so long as we hold down to 
so low a point the exchange value of their silver money. No 
matter what standards of money the governments have, the 
people only have silver with which to make purchases. 

Some economists contend that we can only raise and 
stabilize the exchange value of silver moneys in the world 
through international agreement. That was undoubtedly 
true at one time. The world, however, has moved faster than 
these economists have grown. Today the United States is a 
creditor nation, and because of that fact, and in view of the 
consideration that so many nations desire the restoration and 
stabilization of the price of silver, our government can accom- 
plish this alone. There are many methods through which 
we may accomplish it. I would support any of the plans 
offered. All of these plans grant discretion to the government 
to prevent any sudden rise in the price of silver which might 
disrupt national monetary systems or existing contracts. 

Our government today, by virtue of the fact that it possesses 
one-third of the monetary gold of the world, is in a splendid 
strategic position to bring about the restoration of the gold 
standard measure of international exchange. It is through 
this power, and through this power alone, that the restoration 
of the gold standard can be accomplished. It will also be of 
great advantage to this government if it has a large silver 
reserve so that it might have influence in the stabilization of 
silver currencies throughout the world. 

It is my hope, therefore, that our government may not only 
maintain its silver reserves and its silver currency, but that it 
will enlarge and fortify such reserves and aid in the stabiliza- 


tion of currencies throughout the world. 
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trolled by the supply of it and the demand for it. 

Countries that use silver as money find no difficulty in 
recognizing this fact. We readily recognize that silver varies 
in value. China readily recognizes that gold varies in value. 
In countries that use gold as money an illusion occurs because 
of the legal fixed price for gold. Owing to this illusion, the 
common explanation of a rise in prices is that there must be a 
shortage of everything and the common explanation of a 
decline in prices is that there must be a surplus of everything. 


, ‘HE value of gold, like any other commodity, is con- 


For fifty years before the war, the average rate of increase 
in the production of basic commodities throughout the world 
was 3.15 per cent per year compounded.* This growth in 
production was seriously disturbed by the war. The rate of 
increase was reduced. Deflation in all gold-standard countries 
resulted in such a decline in prices that many millions were 
unemployed and consumption declined. This resulted in a 
greatly reduced production of industrial products. Since agri- 
culture cannot be closed down suddenly as can a manufacturing 
plant, stocks of most non-perishable agricultural products 
accumulated. A clear distinction should be made between a 
temporary reduction in consumption and overproduction. For 
example, world cotton production for the ten years before 
the war averaged 21 million bales; and for the five years 1925- 
29 it averaged 26 million bales. This increase was slower than 
the pre-war rate of increase in production and does not appear 
to be excessive in view of the increased uses of cotton in indus- 


1 Warren, G. F., and Pearson, F. A., The Physical Volume of Production 
in the United States, Cornell University Agricultural Experiment Station 
Memoir 144, November 1932, p. 23. 
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stry and the growth of population. But consumption fell off 
rapidly as deflation proceeded and stocks accumulated. 

American production per capita of the more important farm 
crops, corn, wheat and cotton, has been declining since the war 
and is below the pre-war level. 

Whenever there is overproduction of a commodity, it is 
difficult to sell. Many persons have reversed this statement 
and assumed that if there is difficulty in selling it must be due 
to overproduction. This same popular error has always been 
made in every period of financial deflation. Had there been 
an indication of a general overproduction of commodities 
before 1929, more persons would have foreseen the depression. 

A clear distinction should be made between the value and 
price of gold. The price of gold is arbitrarily set by law. Its 
value is not thus easily controlled. The only way to measure 
its value is to compare it with many other things. If an ounce 
of it will, on the average, buy twice as much of other things 
as formerly, gold is twice as valuable as formerly. Value is 
relative. 

With normal business and pre-war efficiency in the use of 
gold, there is enough gold in the world to maintain prices at 
approximately the pre-war level. If the former gold-using 
world uses gold for money or continues to bid for gold, it will 
be some years before gold is likely to be used with pre-war 
efficiency. 

If the normal growth in the production of other commodities 
of a little more than 3 per cent per year is resumed, then the 
present gold mining is very inadequate. In order to add a 
little more than 3 per cent to monetary stocks and provide for 
industrial uses, it is necessary to produce annually a quantity 
of gold equivalent to about 5.6 per cent of the world monetary 
stock; that is, a gold production of about 34 million ounces 
would now be required to maintain pre-war prices even if gold 
were used with pre-war efficiency. There is nothing whatever 
in the world gold supply or in the world gold production or in 
the present or probable demand for gold, to justify the expecta- 
tion that in any country that maintains the pre-war currency 
commodity prices will be as high, for a considerable number 
of years, as they were before the war. 

Some persons have looked on gold as something that primi- 
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tive man needs, but that is of little use in modern civilization. 
There is no indication of any permanent cessation of its indus- 
trial uses. From 1850 to 1929, about 56 per cent of the world 
gold production was added to monetary stocks. The use of 
gold in industry increases nearly as fast as the use of other 
basic commodities. It is used sparingly when it has a high 
value and more freely when it is abundant and low in value. 

For seventy-five years before the war, prices as expressed in 
gold in France and England rose in any period when the 
supply of gold rose faster than the output of other basic com- 
modities, and fell in any period when the supply of gold rose 
less rapidly than the output of other basic commodities. This 
same relationship held for the United States except during the 
Civil War. For example, from 1850 to 1910 world stocks of 
monetary gold increased a little more than six times and the 
production of other basic commodities in the world also in- 
creased a little over six times. The relative stocks of gold in 
1910 were exactly the same as in 1850. Commodity prices in 
England differed by only one per cent at the two dates. 

From 1914 to 1928, world monetary stocks of gold increased 
38 per cent. World production of other basic commodities 
also increased 38 per cent. Therefore, pre-war commodity 
prices were a normal expectation. Prices in gold throughout 
the world were nearly one-half higher than before the war. 
There was no reason for expecting that any such price level 
could continue when the various countries of the world reés- 
tablished the gold standard. 

The collapse carried the average prices of all commodities 
from 141 to 87 when I9g10-14= 100. Prices of thirty basic 
commodities declined 54 per cent, and prices paid to farmers 
declined 67 per cent. The relatively inflexible charges such 
as freight rates, telephone charges, debts, taxes, wages, salaries 
and the like failed to decline or declined very slowly. The 
nation was confronted with the problem of reducing the inflex- 
ible part of the price structure to the level of commodity prices 
or of raising commodity prices to the level of the inflexible 
charges. Business can operate at any level provided the flex- 
ible and inflexible prices are in adjustment. For nearly four 
years the nation attempted to reduce the inflexible charges and 
pursued this policy until a complete financial collapse occurred 
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last winter. The nation then joined the major portion of the 
world in the movement to raise commodity prices to the level 
of the inflexible charges. Considerable progress has been 
made in this direction and a corresponding improvement has 
occurred in business and in confidence in the future. 

Practically all the advance in commodity prices in the 
United States has been due to the advance in the price of gold. 
Countries that have remained on the gold standard have not 
had the advance in commodity prices or improvement in 
business. 

England left the gold standard in September 1931 at a time 
when the value of gold was rapidly rising. By increasing the 
price of gold at approximately the same rate as the value of 
gold increased, she kept her price level approximately stable at 
a time when prices were falling with great rapidity in countries 
on the gold standard. 

The United States left the gold standard last spring at a 
time when prices in gold-using countries were not declining 
very much. We have, therefore, had a rise in prices of basic 
commodities about equal to the increase in the price of gold. 
The price of gold in February of this year was raised 69 per 
cent. Moody’s index of fifteen basic commodities increased 
73 per cent over February of last year. The Journal of Com- 
merce daily index of thirty commodities increased 67 per cent. 

In February, cotton prices in Holland were 23 per cent above 
prices a year ago. Since the United States raised the price of 
gold 69 per cent, it would be expected that the price of cotton 
would rise 23 per cent because of its rise in gold standard 
countries and an additional 69 per cent because of our increase 
in the price of gold, or the price of cotton in New York would 
be expected to increase by 108 per cent. It did increase by 
IOI per cent. 

Considerable confusion in thought has occurred because 
cotton was plowed under. The August carry-over plus the 
world production for last year was 40,900,000 bales. This 
year, the world supply was 41,400,000 bales or an increase of 
half a million bales.” The weather was favorable for cotton 
and in spite of the fact that the United States plowed under 

2Weekly Report, New York Cotton Exchange Service, Report No. 368, 
p. 3, February 5, 1934. 
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about four million bales, there was an increase of half a million 
bales in the total world supply. This increase of a little more 
than one per cent would have been expected to lower the price 
of cotton in terms of gold, but the business recovery (which 
was largely a result of this country’s leaving the gold standard) 
caused such an increase in the demand for cotton that its price 
rose 23 per cent in Holland, which is on the gold standard. 
Had the United States not plowed under cotton, the world 
supply would have been nearly ten per cent greater and the 
price of cotton in Holland probably would have been only a 
little above last year’s price in gold. Plowing under cotton 
affected its world value, but the greater rise in price here than 
in Holland was due to the increase in the price of gold in the 
United States. 

In February 1934, prices of copper in Holland were 3 per 
cent higher than in the previous year. In New York City, 
copper rose 60 per cent. Wheat, corn, barley, pig iron, zinc, 
sugar, as well as prices of common stocks in Holland, were all 
lower in price than in the previous year.° 

Considerable confusion has resulted from the fact that the 
United States Bureau of Labor Statistics index number of 
wholesale prices of 784 commodities includes so many manu- 
factured goods which have not declined. Our position in 
February a year ago was that of incomplete deflation. Many 
manufactured goods and commodities that are under monopol- 
istic control had not declined. Had deflation continued, they 
would ultimately have declined. Reflation does not call for a 
greater rise than is necessary for price restoration. In fact, 
the very purpose of reflation is to restore flexible prices to the 
level of the inflexible ones. If all rose equally, its purpose 
would not be attained. 

Boots and shoes at wholesale prices declined 21 per cent from 
September 1929 to February 1933; sole leather, 58 per cent; 
and hides, 76 per cent. It is not to be expected that wholesale 
prices of boots and shoes would rise 69 per cent because the 
price of gold had been increased by that amount. Since last 
spring, the wholesale prices of boots and shoes have risen only 

8 Prices for Holland are for the first three weeks of February 1934 and 


may be slightly changed for the month. The quotations were taken from 
Economisch-Statistische Berichten. 
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18 per cent; sole leather, 40 per cent; and hides, 110 per cent.* 

During the depression, anthracite coal declined 2 per cent. 
It was out of line with other prices and has since declined 
about 8 per cent.‘ 

In February last year, prices of thirty basic commodities 
stood at 66 when the average for the five years before the war 
equals 100. The Bureau of Labor Statistics index was 87 
because it contained many commodities that were too high for 
the value of gold. 

The thirty basic commodities index stood at 99 in February 
1934. It has advanced 50 per cent. The Bureau of Labor 
Statistics index stood at 107 in February. It has advanced 23 
per cent. 

The frantic demand for gold which resulted from the world- 
wide attempt to reéstablish the gold standard has carried the 
value of gold to the highest point in the history of the gold 
standard in England. That is, an ounce of gold will buy a 
greater quantity of other commodities in England than it 
would have purchased at any time since the gold standard was 
established more than a century ago. 

Recent index numbers show that the average of wholesale 
prices of all commodities for twelve countries, expressed in gold, 
was 72 when pre-war is 100. This is less than half the com- 
modity price level that prevailed before the depression began. 
Index numbers of prices of basic commodities in seven coun- 
tries averaged 64 when pre-war is 100. When similar index 
numbers are compared, the price levels in the various countries 
are about in proportion to their prices of gold. For example, 
Denmark, Australia, New Zealand have about doubled the 
price of gold and their prices are about double the world price 
level in gold. 

In February 1929, the index of prices of basic commodities 
in gold in seven countries was 139 when 1913 equals 100. The 
actual index for thirty basic commodities in the United States 
was also 139. 

In February 1933, the last month the United States main- 
tained the legal fixed price for gold, wholesale prices of com- 
modities in gold in seven countries were 68. The dollar price 


4February 1933 to January 1934. 
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of gold was at par. Basic commodity prices in the United 
States would be expected to be 68. They were 66. 

In October 1933, the index of commodity prices in seven 
countries was 64. The index of the dollar price of gold was 
149. Basic commodity prices in the United States would be 
expected to be 95 (.64 X 1.49.95). The actual index 
was 95. 

The internal price level of a country is the result of the 
world value of gold, which is beyond the power of one nation 
to control, and the price of gold, which is within the power of 
a nation to control. Therefore, a nation can establish any 
internal price level that it desires, independent of the rest of 
the world. 

Thirty-five countries are changing their prices of gold in 
order to overcome the devastating effects of declining com- 
modity prices. Their major problem is to establish an equili- 
brium in their flexible and inflexible price structures by chang- 
ing their respective prices of gold. When this occurs, the 
improved internal business condition in the various countries 
will result in a world-wide revival of foreign trade, and 
private lending for foreign account will be under way in large 
amounts. The world will have little difficulty in selling to us 
and this nation will find a ready market for its products. A 
revival of international trade awaits a restoration of the in- 
ternal trade of the various countries which in turn awaits a 
restoration of their internal price equilibriums. 

If the various countries of the world reéstablish an equili- 
brium in the price structure by changing their prices of gold, 
the next problem is to maintain that equilibrium. This can be 
accomplished by varying the price of gold inversely with the 
value of gold. 

A policy of changing the price of gold has been criticized 
because of innumerable instances that have been cited to show 
that it did not work. A few commodities have risen more than 
the price of gold; some have risen about in proportion to the 
price of gold; many commodities have risen only a little; still 
others have not changed; and a few commodities have declined 
in price. The price of gold is only one of the five factors that 
affect the price of a commodity. There are four other factors, 
the supply of and the demand for gold, and the supply of and 
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the demand for that commodity. The price of cotton in the 
United States has risen more than the premium for gold pri- 
marily because of the increased demand for cotton. Wool has 
risen more than the price of gold because the supply is de- 
creasing and the demand is increasing. In spite of the price 
of gold, anthracite coal has been decreasing in price. This is 
probably because it had not previously declined. 

The rising price of gold is tending to reéstablish an equili- 
brium within the price structure. Those commodities that fell 
most rapidly have experienced a sharp advance. Those com- 
modities that have declined very little are relieved of the neces- 
sity of further decline. 

A policy of changing the price of gold has been criticized 
because of its effect on those who live on wages and salaries. 
When a moderate deflation occurs, many persons who are 
working for wages or salaries continue to hold their positions 
and profit by it. When a pronounced collapse in prices occurs, 
those who live on wages and salaries are thrown out of work 
or they work less hours at lower rates. A few of those whose 
pay is not cut, profit. A collapse in the price structure 
prevents promotion of those who are employed. Young men 
and women who reach the age when they would normally start 
working are unable to get employment because the little work 
that is available is given to those who are already employed. 
The “ revolt of youth” in all countries that have had severe 
deflation is a natural result of this situation. Reflation is a 
benefit to these classes. It will restore employment, wages and 
salaries, and the opportunity for advancement. 

A policy of changing the price of gold has been criticized 
because it was said to be a method of relieving debtors at the 
expense of creditors. When a moderate amount of deflation 
occurs many creditors receive their interest and principal pay- 
ments in full and because of the rising value of the dollar 
prosper at the expense of the debtor. As deflation becomes 
more and more severe, increasing numbers of debtors are 
unable to pay and there is a gradual breakdown in the succes- 
sive layers of securities until even municipal bonds default. 
The latter misfortune is due to an inability to collect taxes and 
the increasing tax burdens resulting from feeding the unem- 
ployed at public expense. 
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When the creditor class cannot collect, it is not interested in 
the purchasing power of its income; it is primarily interested 
in saving its principal. The situation reached such a state that 
remedial legislation was passed to relieve debtors and to pro- 
tect the creditors against themselves in the scramble to save the 
principal. The advance in the price of gold has enabled the 
debtors to meet a large part of their fixed charges and the 
creditor class will not suffer from the huge capital losses that 
would have been the inevitable accompaniment of the comple- 
tion of the deflation process. In fact, it is probable that the 
gold standard would not have been abandoned had the credi- 
tors been able to collect. 

The recent rise in the price of bonds in face of a depreciation 
of the dollar and the consequent small loss in the purchasing 
power of the creditors’ incomes is more than compensated by 
the elimination of the huge capital losses which the creditors 
would otherwise have suffered. A policy of raising the price 
of gold to reéstablish an equilibrium in the price structure 
and thereby restore incomes and profits is of incalculable value 
to the creditor class. 

It is of incalculable value to the country as a whole because 
the agricultural and industrial machines cannot function prop- 
erly until an equilibrium in the price level is established, so 
that the creditors in the northeastern part of the United States 
can collect. When the creditor class can collect, there will be 
no scarcity of capital to finance farms, homes, industry and 
transportation. 

Reflation is a benefit to every class. 
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\ ) J E are discussing the subject of ‘‘ America’s Monetary 

Problems.” On all monetary problems there seem 

to be more different opinions than on almost any- 

thing else. It is reported that the governors of the European 

national banks at a recent meeting in Basle could reach no 

agreement as to a course for the immediate future, and that 

a committee appointed by the International Chamber of Com- 

merce to consider currency problems had almost as many 
divergent opinions as there were delegates present. 

Some claim that stabilization of international values of 
currency is the first step toward a recovery in international 
trade. Others think that trade must recover first and that 
currency values will then achieve stability. I take it that our 
principal subject of discussion today is the future of our own 
currency. 

One important question before us is whether we want a 
currency with an elastic value which can be moved up and 
down in the interests of debtors and of foreign trade, or 
whether we wish to have a currency of fixed value in which the 
price of goods will be measured. 

With due respect to the Senator who has just spoken, it 
seems to me that the element of confidence in the value of 
currency, whether it be on a gold basis or a silver basis, is a 
large factor in its stability. Confidence has always been an 
important item, even when we were on a gold basis with a 
40 percentcover. Sixty per cent of that currency was secured 


*Mr. Wadsworth led the discussion at the close of the First Session, 
following the addresses by Professor Wesley C. Mitchell, Professor 
Frederick C. Mills, Dr. Alvin H. Hansen, Dr. Harold G. Moulton, Senator 
Pittman and Professor Frank A. Pearson. Limitations of space prevent 
publication of the interesting informal discussion following Mr. Wadsworth’s 
address. 
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by confidence. Otherwise the holders would demand gold, 
take away the 40 per cent gold cover and leave the balance of 
the currency uncovered. 

At the time of the Bryan campaign to coin silver on a basis 
of 16 to 1 a joke was circulated which related to this question 
of confidence. No doubt, Senator, this joke was perpetrated 
by some member of the once well known Republican party. 
The suggestion was that if the Bryan plan were carried 
through it would be necessary to take off the silver dollar 
the familiar motto “In God We Trust” and replace it with 
the motto “ I Hope That My Redeemer Liveth.” 

Whatever form of currency is adopted, whether gold or 
gold and silver, the essential need of confidence in its stability 
cannot be overlooked. 

There is today in progress a general international economic 
war. In that war nations are using their currency and its 
value as a weapon. Such maneuvers do not tend to create 
confidence or stability; and we can hardly hope to develop 
confidence in the value of our currency under such conditions. 

I think it would be agreed that the importance of gold as a 
balancing factor in international trade is not so great as it 
was in the earlier days. In the time of that great economist 
Anthony Adverse, or just after the Napoleonic wars, gold was 
an essential element. Bankers kept gold in their vaults and 
when it was withdrawn to be sent out of the country they 
were forced to call loans. As a result prices went down, in- 
terest rates went up. Low prices and high interest rates 
attracted capital back again. 

There is no such situation today. The amount of gold is 
very small as compared with the volume of bank credit, bond 
issues and mobile short time money. The movement of gold 
may be a sign of change; but it is not an important factor. 

We are all familiar with the mechanism of scales in which 
the movements of a few small weights along the arms are 
multiplied enormously by a mechanism of unseen levers. 
Gold movements in the past represented the movements of 
those little weights along the arms of the scales and underneath 
the mechanism which multiplied these movements was the price 
of goods and the interest rate on capital. Today gold may 
move in large volume, but the mechanism does not work. 
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There are too many barriers which prevent goods from moving, 
too many artificial price controls and too much uncertainty as 
to the safety of capital in different parts of the world. The 
ordinary commercial reactions do not follow the movement 
of gold because the machinery which made the scale work 
has been put out of business. 

I saw this situation in an exaggerated form while in Eastern 
Europe last summer. If someone attempted to make a con- 
tour map of the Balkan countries from a commercial point of 
view it would be necessary to build around each country a 
high fence. Against that barrier there should be piled all 
kinds of farm products and manufactured goods which were 
trying to get out of the country for sale, but were stopped by 
the fence consisting of prohibitive tariffs or embargoes erected 
by each country against the goods of every other. Behind 
these barriers were destitute farmers and idle mills whose 
normal markets were cut off. Every country was doing the 
same thing. They all agreed that the barriers should come 
down ; but no one seemed to have an idea as to how it could be 
brought about. 

There were many restrictions as to the export and import 
of currency; but these restrictions were evaded on what are 
called black bourses where currencies could be freely bought 
and sold at a considerable discount from the official govern- 
ment rate. Governments winked at these practices with the 
avowed intention of encouraging some export business. In 
other words, the currency was being manipulated in value and 
its stability sacrificed in order that some trade should go on. 
It might be doubted whether the trade which resulted was 
adequate return for the uneasiness which these processes 
caused as to the stability of the national currency. 

The movement of human beings was not forbidden, even 
though the movement of money was. Each country was 
anxious to develop its tourist business. One enterprising tour- 
ist agency had arranged to exchange tourists between Hungary 
and Switzerland on a barter basis by which currency regula- 
tions were avoided. The Swiss tourists going to Hungary 
paid Swiss francs to the agency, while the Hungarian tourists 
paid Hungarian pengé to cover the cost of their trip. The 
tourist agency then used the Swiss francs to pay the expenses 
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of the Hungarians in Switzerland and the Hungarian pengé 
to pay the expenses of the Swiss tourists on their visit to 
Hungary. 

This was a novel form of barter, but one which would no 
doubt be applied to goods no matter what the relative value 
of the currencies might be if only the tariffs and embargoes 
could be done away with. The desire to do business will over- 
come nearly any obstacle except government edict. 

I am afraid my time is nearly up; but I would like to say 
one more word on this general question of the relative import- 
ance of the monetary problem as compared with trade barriers. 
Much of our domestic business is upset by the fact that world 
trade has been almost stifled. The situation is perhaps most 
exaggerated in Central Europe; but we are suffering here from 
those same barriers that I speak of as surrounding Hungary, 
Austria and Bulgaria. Our goods are piled up theoretically 
against those barriers and this creates a serious situation here. 
The renewal of an exchange of goods appears to be as import- 
ant as stabilizing the value of one national currency against 
another. 

I notice in the Dies Silver Bill an effort to create some inter- 
national trade and reduce our surplus stocks by an ingenious 
method. The government is to be authorized to sell surplus 
grains and other products for silver, taking the latter at 125 
per cent of its world value. This silver is to be melted into 
bricks and put away in a vault. Certificates are then to be 
issued against the silver and turned over to the farmers or 
others who sell the grain. These certificates are to count 
as legal money in the United States. In other words, we are 
to put a new form of currency into circulation. 

Such an expedient assumes that people will accept this new 
currency as being equally as good as our old currency. There 
would seem, however, to be some doubt about that. But I fail 
to see just what we would gain permanently in the way of the 
exchange of goods between nations by emptying a few grain 
elevators and filling up a warehouse or two with bricks of 
silver. Certainly such a procedure will be no permanent en- 
couragement to the ebb and flow of trade, which is what the 
world needs. We would jeopardize the stability of our cur- 
rency and weaken its position by using it as a weapon to force 
a few exports in the international trade war. No permanent 
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good would result and immense damage might be done to the 
financial structure of the country. 

Whether there are any experts in the world who can agree 
as to what should be done to remedy this situation, is a ques- 
tion. It looks as though we would have to work on the cut- 
and-try method, just as the nations did a hundred years ago 
after the Napoleonic wars. At that time one country in the 
world—England—gradually strengthened its situation and 
got back on a gold basis. The pound sterling became the 
standard of value used everywhere. One by one other nations 
managed to establish confidence in their currency and their 
financial structure and attained a permanent parity for their 
currency measured in English pounds. Ultimately nearly 
every country achieved this position and put its currency on 
the gold standard, although it might well have been termed a 
sterling standard. 

If there were an expert who could write a program, he would 
be worth a great deal to the world today. I might tell a story 
which has little to do with economics but shows how valuable 
an expert may be. In a certain mill the engine one morning 
refused to run. Everybody in the engine room tried to make 
it run, without success; so finally an expert was called. The 
expert came, looked the engine over, called for a hammer, 
tapped a little bit on one of the bearings and said ‘‘ Now I 
think it will run,” and it did. When his bill came in, it was 
for $250. He had been there only about half an hour; and the 
Scotch superintendent of the mill wrote back asking that the 
bill be itemized. When the itemized bill came back it read: 
“For tapping with a hammer, $1; for knowing where to tap, 
$249.” (laughter) 

I hope that in the course of this meeting and in the continual 
discussion of the world economic situation, some expert will 
appear who knows where to tap. The enormous machinery or 
organization which enabled international trade to move around 
the world and which permitted payments for goods to be 
made from one part of the world to another with certainty and 
fairness has broken down. There is probably no one place to 
tap; but I am inclined to guess (it does not do to be too dog- 
matic about economic subjects) that if world trade can be set 
moving again then our currency problems will pretty well 
settle themselves. 
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of Political Science discussed America’s monetary 

problems. This afternoon we turn our eyes to a wider 
horizon and discuss the gold problem, and especially the gold 
standard. 

The reémergence of gold as a subject of popular and polit- 
ical discussion is a sign of the severity of depression. The 
revived interest in gold is a form of atavism. For several 
centuries the process of economic civilization has been carrying 
us away from the use of gold and toward the use of constantly 
more refined instruments of credit. The traveler not many 
years ago felt compelled to carry gold with him, but gold was 
later replaced with the letter of credit or the travelers’ check. 
In the most civilized countries gold as a medium of exchange 
had given way to money, and money had in turn given way 
largely to bank credit. The gold which we stored in the Fed- 
eral Reserve banks became for many years a show piece which 
we displayed to curious visitors, but which found actual use 
only rarely when international settlements called it forth or 
when Christmas gifts used a few gold coins. For years every 
dollar of currency in the country, in fact every dollar of the 
$50,000,000,000 bank deposits, could at any time have been 
turned into gold, but nobody wanted to do it. 


’ ‘HIS morning the Semi-Annual Meeting of the Academy 


* Introductory Remarks of the Presiding Officer at the Second Session 
of the Semi-Annual Meeting. 
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Then last spring, of a sudden, our monetary civilization 
broke down. We turned the pages back many decades, and 
hurrying anxious throngs came to the Reserve banks demand- 
ing gold. The same extraordinary loss of confidence in credit 
and demand for hard metal has occurred in greater or less 
degree in almost every country. Fear and panic have broken 
down decades of economic civilization. 

As a consequence our gold mechanism has been put to the 
test after many years of quiescence, and it has shown some 
serious defects. This afternoon we are to consider the gold 
mechanism and the monetary structure which it supports. The 
crying need of the moment is to reéstablish credit. The busi- 
ness of the present civilized world cannot be done with gold, 
it must be done with credit. But the gold mechanism must be 
one in which we have confidence, so that the credit mechanism 
may be built upon it safely and securely. Gold performs its 
proper function when it can be put away and forgotten, and as 
we examine the gold mechanism, that is the objective to have 
in mind. 

[52] 


7 | 


THE PRE-WAR GOLD STANDARD 


CAREL JAN SMIT 
Professor of Economics, Brown University 


r NHE real title of my address has turned out to be “A 
few often forgotten aspects of the pre-war gold stand- 
ard”. 

The pre-war gold standard has been rationalized too much 
in human minds as an abstract mechanism automatically func- 
tioning in and between abstract countries in a rather abstract 
world. The main endeavor of our researches at Brown Uni- 
versity has been to obtain as concrete as possible a picture of 
the actual ways in which the pre-war gold standard was main- 
tained over a world-wide area, especially after 1900. We 
found that the most pragmatic approach to the problem was to 
look first at the concrete pattern of the pre-war world credit 
system. 

Everybody has seen a globe with shipping routes between 
certain ports traced in many criss-cross lines on its surface. If 
it were possible to trace on a world globe the pre-war credit 
routes as between countries, the fact would be made clear that 
lines from all money and trade centers of importance converged 
on London, and that the different points of this world credit 
picture were connected with each other through London. One 
would find very thin direct lines, let us say, between New York 
and Paris, and New York and Amsterdam, or between Amster- 
dam and Paris, but the thickest, the busiest lines, would con- 
nect New York and Paris and Amsterdam in a triangular 
fashion through London. All the leading money and trade 
centers in the world were interconnected in a triangular fash- 
ion through London, although smaller patterns, directly cen- 
tered around Paris, Berlin and New York, were woven into the 
main pattern of the picture. 

London was the predominant world credit, clearing and 
gold center before the war. Notwithstanding the existence of 
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numerous different currencies, the transfer of funds the world 
over could ultimately be effected by debit and credit entries 
on the books of banking institutions in London. In the pre- 
war world, the most important key to the world’s foreign ex- 
change markets lay in the sterling balances of foreign bankers 
kept in London. You might say that the total of these London 
balances, plus the total of the rights to draw on London corre- 
spondent banks, represented the world’s common exchange 
equalization fund in the pre-war world. As currencies became 
more stable in terms of sterling, they became more stable in 
terms of each other. The banking methods applied in this 
seemingly intricate business of constantly settling a tremendous 
volume of current international indebtedness through London 
were in principle the same as those which govern the normal 
settlement of the small financial obligations between the 
butcher, the baker and the candlestick-maker in a local com- 
munity with only one bank. London acted as one bank for a 
customer-neighborhood of bankers that comprised not only the 
small British island but the whole world. 

Historical circumstances had brought it about that the pound, 
which was internationally wanted for settling commercial and 
capital indebtedness with the British Isles, became more and 
more, as a consequence of the world-wide demand that it com- 
manded, a conventional credit counter for settling indebtedness 
among all countries. 

The concrete financial mechanism through which the whole 
economic world was financially connected with London was the 
London discount market. The bulk of the world’s foreign 
trade was financed by means of sterling bills. The London 
discount market, where the whole world was both borrower and 
lender, was really a mutual international credit pool under 
English control. This world credit pool, in order to maintain 
its useful function in its economic environment, was subject to 
the same fundamental necessities as any small rural bank. The 
continual functioning of the London discount market required 
that its loans should be regularly repaid in order that new 
loans could be extended. This constant, daily recurring pro- 
cess of paying sterling bills at maturity, and of discounting 
new sterling bills in London, formed a central dynamic influ- 
ence in the leading foreign exchange markets of the world. 
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Bankers all over the world, who had to buy pounds sterling for 
bills falling due, tried to match their demand for sterling in 
these foreign exchange markets against the supply of sterling 
resulting from new bills discounted in London. It was over 
this play of supply and demand, expressed in the rates of 
exchange on London, that the Bank of England could exercise 
considerable influence by its discount and open market policies. 

The existence of the highly organized international discount 
market in London was an institutional fact ingrained in the 
banking habits of the whole world. It was the great integrat- 
ing factor in the pre-war financial world. The extraordinary 
effectiveness of the English official bank rate in influencing 
foreign exchange rates and international gold movements 
before the war cannot be explained unless one sees the integra- 
tion that had taken place in the world credit structure. It was 
due to this specific cause that other central banks in other 
centers strove in vain to attain the same effectiveness of discount 
policy as that of the Bank of England. 

The usual theoretical approaches to the problem, how the 
gold standard was actually maintained before the war, have 
emphasized too much the existence of different national mone- 
tary systems, and the quantitative relations between the separ- 
ate national money and credit systems and domestic price levels. 
In reality, not only had a one-centered sterling credit system 
evolved, which penetrated into the banking systems of the 
whole world, but there was also an integrating force working in 
the commodity price field. Some of the most important staple 
commodities were marketed through the commodity exchanges 
of London and Liverpool. In the same way as there existed 
triangular relations in the foreign exchange field between New 
York, Paris and Amsterdam through London, there were sim- 
ilar triangular relations in the staple commodity price field 
by which the prices of, let us say, cotton, in Galveston, Texas, 
in Zurich, Switzerland, and in Tokyo, Japan, were intercon- 
nected through the Liverpool cotton exchange. The growing 
internationalization of prices before the World War, and the 
various implications of this fact for the oversimplified domestic 
price-level gold-flow analysis, have now generally been recog- 
nized by observant economists. 

There was, further, a very close interaction between the 
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spread of the gold standard in the world and the integration 
of the international credit system. The legal guarantees of 
the gold standard limited the risk factor of foreign exchange 
fluctuations and inspired confidence. Credit and capital flows 
from country to country were engendered by these guarantees 
of exchange stability. The regular flow of such funds became 
essential to the financial balance of the world in the same way 
as credit and capital flows between different areas of a modern 
country.are essential to the financial balance within that coun- 
try. There developed what German scholars have called the 
“ solidarity ”’, the interdependence of money markets, which has 
been statistically tested in many ways. I mention especially 
the splendid work done in this field by Dr. A. G. Silverman 
of our gold standard research group at Brown University. 

But there was one specific reason why the world-wide 
adoption of the gold standard not merely led to a growing 
interdependence of money markets but actually reinforced the 
integration of the London-centered world credit system. 
London possessed the world’s central gold market. New York, 
Amsterdam, Berlin, Paris and numerous other centers became 
more closely tied to London as a central money market since 
they were tied to gold by stringent legal rules. The possession 
of sterling balances was the surest means of getting gold when 
wanted. The London open market was the one place in the 
world where, especially after the discovery of the extensive 
Witwatersrand gold deposits in the Transvaal, a constantly 
growing percentage of the world’s rapidly increasing supply 
of new gold was regularly available, to provide a legal basis 
for the continuously growing credit requirements of various 
countries. 

These and many other conditions have to be taken into 
account when one tries to appraise why and how the gold 
standard was rather successfully maintained over a world-wide 
area, especially during the fourteen years immediately pre- 
ceding the worst war in history. 
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standard system described by my colleague, which 

differentiated it most sharply from the post-war gold 
standard system, was its integration. The war seriously under- 
mined the economic basis for so highly integrated a financial 
system, and, therefore, created new gold standard problems. 

The consequences of the war and its aftermath on the struc- 
ture of the international gold standard may be stated in 
extremely condensed form as follows. 

The war left behind it varying degrees of monetary inflation, 
and the entire problem of establishing enduring exchange 
rates between important countries had to be attacked on almost 
all fronts simultaneously. The principles upon which this 
problem was first met have proved inadequate. They were, for 
countries which had suffered moderate depreciation, to restore 
their pre-war parities with gold, and for countries which had 
suffered great depreciation, to devalue. Such countries were 
to be guided roughly by purchasing-power-parity ideas—but 
each country was to be the sole judge of its own rate of 
stabilization. 

It was assumed that there was in the world some absolute 
standard or measure of value to return to, but this was not so. 
Gold was identified with one currency only, and that, judged 
by pre-war standards, was very unstable—the American dollar. 
There was no great group of countries attached to each other 
through the mechanism of the gold standard to which depreci- 
ated currencies could be related. The first and primary ques- 
tion was at that time: What was the sterling-dollar rate of 
the future to be? That is still in 1934 our first and funda- 
mental foreign exchange problem. 
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We know the results of the solutions of the exchange rate 
problems of the immediate post-war period—overvaluation of 
sterling in 1925 and undervaluation of the franc in 1926-1928 
—and we suffered from them until the crises of 1931 and 1933 
raised up for us an entirely new set of under- and overvalua- 
tion problems. 

In the second place, the war left a legacy of unbalanced trade 
relationships which greatly altered the purposes for which 
capital exports were made. Capital exports, stimulated by the 
resumption of the outward forms of the international gold 
standard in 1925, did not represent the financing of a flow of 
goods to rapidly developing countries. They financed exports 
and one-way international debt payments, but they did not 
fructify in the borrowing countries. They could not be repaid 
in goods to complete the basic economic function of interna- 
tional lending. And because they could not be repaid in goods 
they could not be repaid in money, and so restore the revolving 
fund of credit available for foreign loans, and preserve the con- 
fidence of individual lenders and individual borrowers, without 
which the whole process breaks down. Without this, capital 
exports will undermine any international monetary system, 
instead of being one of the great elements of flexibility and 
strength in such a system. 

In the third place, the war impaired the position of England 
as a center of international finance, which had solved the pre- 
war transfer problem. With the emergence of France and the 
United States as the chief post-war creditor countries, the net 
balances in the international clearings found lodgment in those 
countries, and in order to continue its banking functions in the 
international field and to avoid strain upon the sterling ex- 
changes, England had to offer to the world at a cheap price 
her most readily marketable export. This was her prime 
securities—her Treasury bills and her acceptances. Here is 
the fundamental reason for the long-continued policy of rela- 
tively high interest rates in London after 1925. 

The war, moreover, created new technical difficulties in the 
operation of London as the world’s banker through the devel- 
opment of powerful competing money markets in New York 
and Paris. In particular, the power acquired by the Paris 
market through its control of short-term funds in connection 
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with the stabilization of the franc gave rise to a series of tech- 
nical difficulties in the London money market. The difficulties 
created in that market by the behavior of the American securi- 
ties markets from 1925 to 1929 are still fresh in our minds. 
These difficulties were in large part the outgrowth of the extra- 
ordinary increase of international deposit banking as contrasted 
with international commercial banking of the pre-war type, 
arising from many causes but chiefly from the movement of 
capital from market to market in search of safety. 

The aftermath of the war with its highly nationalistic poli- 
cies also impaired the efficiency of the system by which the 
great international commodity markets, largely centered in 
London, established world prices for primary commodities and 
provided that common element in the domestic price systems 
of all countries which bound those price systems together. 

Finally, the war left us with a system of distribution of gold 
far different from that seasonal and long-term distribution, 
modified by certain deliberate corrective movements of the 
metal, which was characteristic of the pre-war system. Gold 
was attracted for long periods to certain countries as a sub- 
stantial part of the merchandise balance of trade, gold was 
moved in huge quantities for special central banking opera- 
tions, gold was hoarded to provide an option on whatever 
currency might prove in the long run to be the most valuable, 
gold was moved to establish artificial exchange rates as an aid 
to internal inflationary policies. Such practices destroy rather 
than exemplify the functions of the metal in a stable inter- 
national system. 

Can we then hope to overcome these difficulties? We have 
two tasks—to create a foundation and to build upon it. To 
accomplish these tasks we must first abandon our absolutist 
notions about gold. We must accept the view that our prob- 
lem is primarily relative. In a world such as we have been 
living in, where the countries off the gold standard are more 
numerous and more important than those on it, we must avoid 
the error of thinking that a little gold tail can wag a big paper 
dog. Our first step is to look for the basis for enduring ex- 
change rates between Paris, London and New York, represent- 
ing the three great segments which were joined together in a 
temporary union in the gold standard of 1925-1931. 
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We have not taken this step by merely redefining the gold 
content of the American dollar. That has merely reéstablished 
a new parity between Paris and New York. If the rate we 
have thus established places a heavy strain upon France and 
the gold countries, that strain may be borne by these countries 
alone or shared with the sterling group, or, if it becomes 
unendurable, it can be escaped by a counter-devaluation. 
Whenever there exists a system of three mutually related 
exchange rates their relations cannot be controlled by fixing 
only one rate. There is always a third party to be considered. 
Let me illustrate by a few simple figures. The new parity 
between Paris and New York is 6.63 cents per franc. If ster- 
ling should go to $4.50, a rate which a large section of English 
opinion regards as the maximum permissible, then the franc 
must be 67.7 francs to the pound—an appreciation of 451% per 
cent over sterling since September, 1931. This follows from 
the nature of foreign exchange arbitrage. Therefore, if the 
gold content of the dollar remains as at present, and France 
does not revalue and stays on the gold standard, the establish- 
ment of a dollar-sterling rate satisfactory to England shifts 
the burden to France and the gold countries. Their answer 
might be devaluation. 

If the French franc should fall in London to 84 francs to 
the pound, at which it was temporarily stabilized during the 
World Economic Conference, while the dollar-franc rate stays 
as at present, then sterling in New York must be $5.57. The 
strain would be largely shifted to the sterling bloc, and to bear 
it would require a deflationary policy on their part. They 
would find means to resist this. If the exchange rates remain 
approximately as at present, then the strain is divided, but it 
is not eliminated. 

If we wish to influence the sterling-dollar rate directly, we 
must either do so with the codperation or at least the tolerance 
of England, or enter into a direct currency war. 

It might be that these strains could be eliminated if our 
' prices should rise to a certain level quickly and then stop rising, 
while those of other countries did not rise in the same propor- 
tion. But can this happen without the harvest being a stabili- 
zation crisis in the United States? 

Fixing the price of gold, therefore, does not give us our 
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starting point. We must try to find jointly with other coun- 
tries and by agreement a stable system of exchange rates in 
this great foreign exchange triangle. 

Even this is not enough to create our foundation. We must 
set in motion policies which will correct the balance of pay- 
ments situation. England has already taken such steps. Our 
own Administration is proposing definite policies to the same 
end. If the solution is bilateral trade agreements, my judg- 
ment is that the international gold standard cannot success- 
fully function unless these agreements are confined to a mod- 
erately small number of products, and scope is given by a 
settled and infrequently changed general tariff system for the 
ordinary procedures of triangular and multilateral trade, which 
provides the necessary flexibility in our commercial relations. 
Behind this there must also be a minimum of responsiveness in 
internal prices. 

So much for the creation of our foundation. Before we can 
build upon it a stable international financial structure, we 
require at least one more Kellogg-Briand pact. I should hope 
that it might perhaps be called the Morgenthau Pact; namely, 
that all nations, including the United States, abandon the use 
of foreign exchange rates as instruments of national policy. 
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the international gold standard. In that same period 

the extreme gyrations of prices and the occurrence of 
two major depressions have centered the world’s attention as 
never before upon the problem of stabilizing economic activity 
at some reasonably prosperous level. The growth of the spirit 
of nationalism, which war always intensifies, the presence of 
deep-seated international maladjustments, mistakes and ex- 
cesses in international activity, particularly in international 
lending, both long and short-time, and the long record of 
failure to find solutions along the road of international codpera- 
tion, have increasingly turned people’s minds toward national 
solutions as the practicable way out. One phase of this devel- 
opment has been the increasing hostility to the international 
gold standard and insistence upon its incompatibility with the 
aims of an adequate internal monetary program. 

Echoing in part old controversies, such as that which raged 
in England after the Napoleonic wars had produced a collapse 
of the gold standard, but developing also new considerations 
and new purposes, there has proceeded ever since the war a run- 
ning fire of controversy which reached an early peak in the 
assertions of men like Keynes and Stamp in 1924 that the gold 
standard was no longer workable because the United States 
with its new central banking system was corralling and ster- 
ilizing the world’s gold, and in assertion that the nations must 
choose between stable prices and stable exchanges. On such 
grounds many European economists fought against the re- 
adoption of the gold standard which occurred between 1925 
and 1928; and they have not failed more recently to point out 
that no sooner had the gold standard been generally readopted 
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than the world entered upon a depression of unprecedented 
scope and severity which resulted in a new general collapse of 
the gold standard, involving this time even the United States. 
Since 1931 the conflict of aims has twice found expression 
in international conferences. At the meetings of the Prepara- 
tory Commission in Geneva the central question was whether 
prices must rise before stable exchanges could be established 
or whether stable exchanges were a necessary prelude to and 
accompaniment of rising prices. The World Conference of last 
June-July broke on this same rock. How real is this antithesis 
and what future policies does it foreshadow? How true is it 
that prices cannot rise under present conditions except on a 
basis of flexible exchanges, or, having risen, cannot be kept 
reasonably stable under a system of fixed exchanges? Are 
right answers to be found primarily in the abstractions of mon- 
etary theory or by some more empirical method? In how far 
is there a body of experience from which to chart our course? 
That a conflict does exist, in logic at least, between the aims 
of external and internal monetary stability can be simply 
demonstrated. The gold standard endeavors to maintain at a 
fixed rate the external value of a currency through the effects 
of gold flow upon the internal value. In this way, monetary 
systems are expected mutually to correct and control each other. 
To put the matter very simply, a rise of prices in one country, 
by increasing imports and decreasing exports, should cause gold 
to flow out, decreasing reserves and forcing a contraction of 
credit, which in turn will exert a downward pressure on prices. 
But there may be situations in which countries cannot or will 
not permit prices to fall. The most obvious case is that of war. 
War subjects a country’s gold standard to simultaneous two- 
way pressure. Purchase of supplies from abroad induces a 
large gold outflow, while domestic credit continues to expand 
and prices rise. It is a case of internal necessities overriding 
and defeating external restraints. That is why every major 
war has been marked by the collapse of the gold standard. 
But even in peace, the process of downward adjustment of 
prices in response to gold outflow may be too painful to be 
tolerated. England’s case between 1925 and 1931 has become 
the standard illustration. The comparatively slight over- 
valuation of the pound, commonly estimated at about Io per 
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cent, required a corresponding fall of British prices. But 
the resistance of British costs of production, both wages 
and overhead costs, caused the downward pressure on prices 
to intensify rather than to correct existing maladjustments 
and produced a highly unstable situation and a chronic con- 
dition of semi-depression which ended finally in collapse 
of the gold standard. This and other cases have raised the 
question whether the development of capitalism under modern 
conditions has not so increased the rigidity of the national 
economy that nations cannot any longer bear the painful con- 
sequences of internal price adjustments in response to external 
pressures operating through the gold standard mechanism. 

We have seen too, since the war, numerous instances of the 
failure of the gold standard mechanism to work in the expected 
fashion. The undervaluation of the franc and the very slow 
response of French prices to the resultant inflow of gold made 
gold flow not a corrective of international disequilibrium but 
a cause of further maladjustments. We have seen, too, that a 
rise of prices, whether of goods or of securities, will, if it attracts 
capital in search of profits, produce not a corrective outflow of 
gold, but an inflow and a consequent spiral rise of prices which 
may have disastrous effects both in the country receiving gold 
and in the countries losing gold. We have seen, also, that in 
some instances gold will leave a country not to correct an undue 
rise of prices, but as in the case of the young agricultural coun- 
tries precisely in consequence of a vicious circle of deflation. 
Here again gold flow becomes an instrument not for correcting 
maladjustments but of intensifying and spreading them 
throughout the entire gold standard area. 

In such cases, collapse of the gold standard and depreciation 
of currency may be the only way out; and from this fact many 
people have argued, not only that a depreciation of currency is 
a necessary part of the process of producing a rise of prices, 
but that after prices have been raised, flexible exchanges are a 
necessary condition for maintaining a stable price level. In 
this view, internal prices must be protected from external shocks 
and strains operating through fixed exchange rates and gold 
flow. 

But it becomes clear when we examine the process whereby 
prices rise when released from gold standard restraints, that it 

[64] 


| 


No. 1] THE WORLD’S MONETARY DILEMMA 65 


is a one-sided process which operates not directly on the general 
price level but through export and import prices. How much 
effect it will have will depend upon the relative importance for 
the country of its foreign and domestic trade, and also upon 
whether the depreciation is by one nation relative to others or is 
indulged in by all simultaneously. Moreover, it should not be 
forgotten that when a world-trading center depreciates its 
currency there is a depressing effect upon prices and trade in 
other nations, which, from the standpoint of the whole, must be 
regarded as a serious offset to the constructive effects at home. 
There is always the danger that action taken by one country 
will precipitate defensive action in other countries, whether 
through trade barriers, blocked exchanges, or currency depre- 
ciation, and that there may thus develop a world-wide vicious 
circle of competitive economic warfare. That such a process 
should occur under conditions of extreme world-wide deflation 
is understandable and perhaps inevitable. But any proposal 
that it should be deliberately adopted as a permanent policy 
requires at least that we consider carefully, in the light of its 
obvious dangers, alternative lines of action. 

Under more normal conditions, such as will presumably arise 
when recovery is an accomplished fact, it will probably be found 
that the dilemma between the aims of external and internal 
monetary stability is more apparent than real, and that it arises 
very largely out of a too literal acceptance of the abstractions 
of gold standard theory. As Mr. Smit has so ably explained, 
gold standard operation before the war was not a matter of a 
mutual balance between a large number of co-equal countries, 
all responding equally, quickly and semi-automatically to gold 
flows between them. It rested primarily upon a world organi- 
zation of trade and credit about London as a center. It was 
an organization which assigned to England an active rdéle of 
control and to other nations a rdle of passive response to that 
control. England was on the gold standard and the rest of the 
world was on the sterling standard. In like manner, the 
monetary problem for the future involves not so much a choice 
between internal and external money management as it does 
the question of what form of world organization of trade and 
credit is to be evolved to meet the new conditions of the post- 
war world. And this will be the question, whether national 

[65] 


| 
| 
\ 


66 MONEY AND CREDIT IN RECOVERY PROGRAM [Vor. XVI 


trade is to develop relatively to intzrnational trade or whether 
the opposite will occur. 

If we start by recognizing the fact that the economic 
activities of the United States and England combined constitute 
some 60 per cent of total world activity, and if we add to this 
fact consideration of their influence as centers of world trade 
and finance, is it not clear that they are likely to be the spear- 
head of general economic change? From this point of view, is 
it not clear that the monetary question will be mainly one not of 
impact through the gold standard of external forces upon in- 
ternal monetary stability in the central dominating countries, 
but rather the reverse? If the United States and England can 
preserve monetary stability at home, coupled perhaps with some 
safeguards against excesses of international capital movements, 
which both before and since the war were one of the most 
fertile causes of world depressions, fixed exchanges and gold 
flow would provide a means of imparting to the rest of the 
world stabilizing influences developed, maintained and con- 
trolled through money management in the center countries. 
Under such conditions, the foreign exchange problem would 
boil down in the main to the question of the dollar-sterling 
rate relationship. Some community of action in monetary and 
in general economic policy as between these two countries 
would clearly be involved. 

If there were any room at all in this program for flexible 
exchanges, it would seem to apply mainly to the young 
agricultural countries, which have little or no machinery for 
internal monetary control, and which by reason of the great 
relative importance of their foreign trade would receive most 
benefit from alterations of exchange rates in their favor; while 
at the same time the depressive effects of the policy upon the 
rest of the world would be least by reason of the small relative 
importance of such countries in the general world economy. 
But effective monetary control in the central countries would 
moderate and perhaps obviate any need for resorting to what 
is at all times a risky and provocative device. Secondarily, 
the question of providing for exchange flexibility might con- 
tinue to arise as between the central countries themselves, 
though in most conditions and assuming reasonably codperative 
credit policies, the need would probably arise infrequently. 
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This leaves internal monetary control in the central countries 
by far the greater problem. Upon it would depend the success 
of both the internal program and the external. But we must 
recognize that internal management is a field still largely 
unexplored and that we come to it with, after all, but a short 
record of experience, confined practically entirely to the post- 
war period. And so far the record is not very satisfactory. 
Protected by its large gold reserves, the United States has been 
fairly free, and indeed sometimes forced, to experiment with 
other criteria of monetary policy ; and whether in spite of that 
fact or because of it, we have had, all in all, the widest swings. 

There is as yet no general agreement as to whether internal 
management can be accomplished most satisfactorily by 
monetary measures of control, or whether it is primarily a 
non-monetary problem requiring conscious and deliberate 
adjustments of prices to each other, interest rate adjustments, 
physical output adjustments, and the like. And if the control 
should primarily be monetary, what should be the criteria? 
Is it primarily a matter of stabilizing prices, or of stabilizing 
and adjusting the component parts of the national income, or 
of stabilizing production, or of stabilizing employment? And 
from each of these points of view, what are the essential 
conditions for preserving equilibrium? It has been noted by 
various economists that there occurs over a period of time a 
fanwise spread of different categories of prices, such that, for 
example, if we stabilize wholesale prices, money wages must 
rise, or if we stabilize with reference to a cost of living 
index or an index of all prices, wholesale prices must fall. 
What are the proper and necessary relations between prices 
of consumers’ goods and prices of capital goods, or between 
prices of commodities and prices of securities, or between the 
prices of industrial goods and of agricultural goods? Should 
we attempt a conscious manipulation of these prices through 
the quantity of money or otherwise, or should we aim at that 
“neutral money” which, according to the Austrians, is the 
single necessary condition for enabling prices to effect their 
own adjustments? Should we pursue the “ shot-gun ” method 
of credit control through a general supervision over its price 
and total quantity; or should we, and can we, deliberately 
ration its use in particular directions to correct particular ills? 
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In how far, and under what conditions, and by what means 
should central bank control of credit be supplemented by gov- 
ernmental action? 

Instead of a dilemma as between the gold standard and 
internal monetary control, the real dilemma is presented by the 
complexities of the problem of internal control; and upon our 
success with this will depend fundamentally the success of the 
gold standard as well. 
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THE GOLD PROBLEM AND CURRENCY 
REVALUATION 


RUSSELL LEFFINGWELL 
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AY I be forgiven for beginning with an appeal for 
understanding? May I ask you to think of me not 


as the protagonist or antagonist of any view or 
‘ism; not as an economist, which I am not; not as a Morgan 
partner, which I am proud to be; not as a wartime Treasury 
official, which I am proud to have been; not as an inflationist 


or a deflationist? No. Just as the war tore us all up by the 


roots, and made us seek such opportunity as there might be to 
serve our country in its need, so every man of good-will, every 
man of imagination and understanding has been struggling 
these last four and one-half years to find out how the human 
agony of the deflation could be stopped. That study required 
some consideration of the past. It required that every old rule 
and accepted formula and even so-called law of economics 
should be reéxamined without pride of opinion, without effort 
to justify past views and past courses of action. It is the duty 
of men to open their minds to change, to change their minds 
when they have been wrong. It was the overwhelming need of 
humanity that a way be found out of the wilderness of de- 
pression, unemployment, starvation and despair. 

Natural Law in Modern Times. We hear much about 
natural law and about letting nature take its course. When one 
disapproves this or that measure of recovery he is apt to men- 
tion the law of supply and demand or some other economic 
law ; and the audience is supposed to tremble and fall down on 
its knees as in the very presence of a god. The law of supply 
and demand is irrevocable. But much of the modern 
mechanism of our civilization has been directed to modifying 
its effects. I grew up to believe in Adam Smith and in free 
trade and in Jaissez-faire. But the world has been moving 
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steadily away from those first principles and leaders of classical 
economics. We must deal with the artificial economic system 
the world has elected to erect during the past century and a 
half. Monopolies, semi-monopolies, trusts, trade unions and 
other business combinations, tariffs, embargoes and quotas, the 
Sherman law and other anti-monopoly statutes, government 
regulation of rates, prices and wages, of rebates and other 
competitive practices, are all interferences with natural law, 
if there isa natural law. We do not give free play to economic 
forces ; not if we can help it. 

The Law of Malthus and the Machine Age. Malthus was 
right, when he wrote it, that population tended to increase more 
rapidly than the means of subsistence. But the law of Malthus 
was suspended by the marriage of coal and iron, by the 
industrial revolution, and by the mechanistic civilization, all of 
which were beginning when Malthus was writing. The 
industrial revolution and the machine age made it possible to 
produce the means of subsistence more rapidly than the popu- 
lation increases. 

I sympathize with those who prefer an agricultural and 
pastoral civilization to the industrial civilization which has 
been developed in the course of the last one hundred and fifty 
years or so. I should, I think, delight in such an Utopia as 
Butler described in Erewhon where all machinery was for- 
bidden and even the possession of a watch was a crime. 

Perhaps all our industrial civilization is too bad, and we 
should be better off in the Middle Ages. I doubt it. In the 
Middle Ages they did let things alone; and when population 
showed a tendency to outgrow the means of subsistence the 
corrective was found, by physical nature in plague, pestilence 
and famine, and by human nature in war. 

I do not believe that the good men who wish to destroy our 
capitalistic civilization fully understand what it means to do 
that; what devastation and staggering suffering for tens of 
millions of mankind is involved, how completely impossible it 
would be to support the earth’s population without that 
elaborate mechanism ; how many millions of people would have 
to starve to death to get the population down to the level that 
could be maintained by an agricultural and pastoral civiliza- 
tion; or before it would be possible to build up another 
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mechanistic civilization operated by another motive power 
than the profit motive on which our present civilization was 
erected. Rightly or wrongly the Western world committed 
itself in the eighteenth century to a mechanistic, capitalistic 
civilization, and the population grew, fed and supported 
by machinery, not only physical machines, but other 
equally artificial machinery, the machinery of commerce, 
industry, finance, money and banking. To wreck this 
machinery means starvation, devastation and annihilation of 
a large part of the human race. 

Letting Nature Take Its Course. ‘Let nature take its 
course’ has been the solemn warning of those who disapprove 
the efforts of both the past and the present Administrations to 
arrest the deflation and bring about a measure of reinflation. 

Yet the history of the ascent of man from the ancestral ape 
is a history of his slow struggle to overcome nature and of his 
gradual mastery over it. It is important to know the laws of 
nature in order that we may, so far as may be, make nature our 
servant, not our master. 

When we are sick we do not let nature take its course but 
send for a doctor or surgeon. The great reduction in infant 
mortality, birth control, practical extermination of plagues and 
pestilences, healthy old age, are all illustrations of the immense 
gains men have made in their vigorous determination not to let 
nature take its course. 

Letting the Machine Take Its Course. As in the physical 
world, so in the economic world. Surely it is fantastic in the 
machine age to talk about letting the machinery take its course, 
as though machinery too were some Frankenstein monster 
whose devastating will must not be thwarted. I wish you 
would read Mrs. Shelley over again, and, turning to the 
moderns, read E. M. Forster’s story “‘ The Machine Stops ”. 

If I am ill and I do not send for the doctor, I am foolish, 
but there are natural forces of recovery within me which may 
assert themselves and enable me to overcome the disease 
unaided by science. But if I drive my motor car hard into a 
lamp-post and smash the engine, I may wait through eternity 
for the natural forces of recovery to assert themselves with 
respect to that engine. 

That is just what mankind did in 1914. Having since the 
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eighteenth century been elaborating the most intricate indus- 
trial, commercial, financial and monetary mechanism, the 
human race stepped on the gas and drove that beautiful machine 
full spéed on the rocks of war. 

The Money Machinery. All the mechanism of the industrial 
revolution was artificial and devised to harness nature to man’s 
will. And of all the artificial mechanisms of the age, perhaps 
the most artificial was the mechanism for the control of the 
currencies and the foreign exchanges. The essence of 
monetary management and of central banking policy is to 
circumvent natural forces; and artificially, through the control 
of the note issue and of the investments of the central bank, 
to create a scarcity of money and credit when they tend to be 
too plentiful, and to create a plethora when they are too scarce. 

In Jamaica recently, my watch having stopped, I bought a 
watch for 6 shillings and found that it bore on its face the 
words “shock proof”; for in Jamaica they have earthquakes. 
The nineteenth century monetary machine was not shock proof. 
The exquisite mechanism for the operation of the gold standard 
and the control of the exchanges, operated by the Bank of 
England, without much interference, in the period of relative 
peace and plenty which ended in 1914, was as delicate as a 
watch. It was shattered by the war. 

Revaluation Has a Double Meaning. Revaluation of 
currencies has taken place both in relation to prices and to gold 
repeatedly during the subsequent twenty years. It is a narrow 
and uninteresting view that excludes either aspect of the prob- 
lem, gold or prices. The world rejected the double standard 
bimetallism, but it adopted another double standard, one tied 
to gold and to prices by monetary management. They were a 
hard team to drive; for dear money, which draws in gold, 
deflates prices; and cheap money, which expels gold, inflates 
prices. 

They were a hard team to drive even when there was only 
one driver, the Bank of England, and when the roads were 
good, as they were for a long period before the war. They 
turned out to be an impossible team to drive when there were 
at least three drivers, the central banks of England, France 
and America, and when for twenty years the roads were very 
bad. 
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Because of the war, prices rose to something like 250 per cent 
of the pre-war level. That was currency devaluation. After 
the deflation of 1920-21 prices fell to about 150 per cent of the 
pre-war level. That was currency revaluation. 

The Gold Exchange Standard. America returned to gold 
at par in 1919 and England in 1925. To maintain the pre-war 
gold standard, and the then price level above the pre-war level, 
presupposed the utmost economy in the use of gold. Both 
England and America were prepared to practice that economy ; 
both use the check system; England had the habit of using 
small reserves; and the Federal Reserve Act greatly reduced 
reserve requirements in America. 

And under British and American tutelage, as a further 
measure of economy in the use of gold, the countries of con- 
tinental Europe, which one by one went back on gold at some 
price, pretty generally adopted the gold exchange standard, 
if not for their primary at least for their secondary reserves. 
The central banks of such continental countries carried part 
of their reserves abroad, on deposit with or invested through 
the Bank of England and the Federal Reserve Bank. That 
is to say that gold in England and America served as a base 
not only for the currencies and credit of these two countries, 
but for those of many other countries. Several currencies and 
credit structures were erected, in part at least, on the same 
gold base. That facilitated the inflation of the later 1920’s 
and exaggerated the deflation of the early 1930’s. When 
credit is multiplied say ten times on a given gold base in any 
country, that gold is not free gold. It cannot be withdrawn 
without contracting credit say ten times. When England and 
America had once utilized for credit purposes gold that 
belonged to France and other European countries and was 
withdrawable on demand, its withdrawal meant ruin, or de- 
valuation. 

English and American Experience. The conception that 
our money should be managed partly with reference to price 
stability as well as to exchange stability—tthat is the conception 
of the double standard—is not a novel one. Both the pound 
and the dollar have been managed moneys since 1914; man- 
aged at times within the limits of the gold standard and at 
times outside it. 
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The well thought out plans to base reconstruction in England 
and America on a price level well above the pre-war level and 
on the maintenance of the old gold value of the pound and the 
dollar did not succeed. This was partly because of disturbed 
political conditions in Europe, and of the deflationary effect 
upon the English and American economies of reparations, war 
debts and tariffs and of the deterioration, devaluation and 
undervaluation of continental European currencies. 

The Problem of Short Money. The post-war gold standard 
broke down, among other things, because there had been 
imported into the economics of much of the world a new 
rigidity of prices and wages, which prevented the gold standard 
from operating in the classical manner through the operation 
of the central bank’s discount rate. The interim report of the 
Cunliffe Committee in England in 1918, describing the opera- 
tion of the pre-war gold standard, said: 


The raising of the discount rate had the immediate effect of retain- 
ing money here which would otherwise have been remitted abroad and 
of attracting remittances from abroad to take advantage of the higher 
rate, thus checking the outflow of gold and even reversing the stream. 

If the adverse condition of the exchanges was due not merely to 
seasonal fluctuations but to circumstances tending to create a permanently 
adverse trade balance, it is obvious that the procedure above described 
would not have been sufficient. Jt would have resulted in the creation 
of a volume of short-dated indebtedness to foreign countries which would 
have been in the end disastrous to our credit and the position of London 
as the financial center of the world. But the raising of the bank’s dis- 
count rate and the steps taken to make it effective in the market neces- 
sarily led to a general rise of interest rates and a restriction of credit. 
New enterprises were therefore postponed and the demand for con- 
structional materials and other capital goods was lessened. The con- 
sequent slackening of employment also diminished the demand for 
consumable goods, while holders of stocks of commodities carried largely 
with borrowed money, being confronted with an increase of interest 
charges, if not with actual difficulty in renewing loans, and with the 
prospect of falling prices, tended to press their goods on a weak market. 
The result was a decline in general prices in the home market which, 
by checking imports and stimulating exports, corrected the adverse trade 
balance which was the primary cause of the difficulty. 


In other words dear money corrected an adverse trade 
balance by deflating prices and wages. 
And the Problem of Wage Rigidity. Now in the post-war 
world it turned out to be increasingly difficult, politically, 
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socially and economically, to control wages and prices through 
the discount rate and so to effect that readjustment of the price 
level which would redress the balance of trade. Furthermore 
the fear of loss of principal through monetary depreciation, 
the hope of capital gain through stock speculation, often proved 
too potent for the bank rate. Consequently we had in every 
country, at one time or another, just the evil which the Cunliffe 
Report said would result: that is, the creation of a volume of 
short-dated indebtedness to foreign countries which was in 
the end disastrous. In the series of crises which began in 
Austria with the failure of the Credit Anstalt in 1931, “ bad” 
money flew from Vienna, from Berlin, from London, from 
New York, not in response to the bank rate but in response to 
fear and to the hope of speculators. The whole world’s 
economy was thus battered to pieces because gold, moving in 
response to the movement of short funds and fright, had 
ceased to be a factor of stability and had become a force of 
disequilibrium. 

Gold not an End but a Means. Gold is not an end in itself. 
It isa means toanend. That end is monetary stability. Gold 
is meant to give confidence in the currency at home and it 
serves to settle balances abroad. But when nations and 
populations scramble for gold, and attempt to convert external 
and internal balances into gold, the value of gold rises, prices 
and wages fall and the horrible cycle of deflation, with its 
terrible consequences in human suffering, begins to revolve 
toward the abyss. Then the only hope for humanity was to 
stop gold payments, to go off gold. 

England Goes Off Gold. The crises in Austria and 
Germany caused withdrawals from London. England’s then 
weak position budget-wise and short-money-wise had been 
exposed by the May and Macmillan Reports. England’s 
inability to face further deflation had been demonstrated by 
the general strike in 1926 and the sailors’ strike in 1931. Thus 
England was forced off gold. Mr. Morgan’s comment at the 
time (September 21, 1931) was: 


This step seems to me to be the second necessary stage in the work of 
the National Government, the first being the balancing of the budget. 
The completion of the Government’s work will be the restoration of 
trade in this country. 
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This being the case, it seems to me a hopeful and not a discouraging 
event and one which brings the great work of the Government much 
nearer to completion. 


America Goes Off Gold. A year and a half later America 
was driven off gold too; after three great runs on our gold; 
after three great resulting waves of panic and deflation, in 1931, 
1932 and 1933; long after every other great power, every 
nation indeed except Holland and Switzerland, had abandoned 
the pre-war standard. America resisted five long months after 
President Hoover had publicly stated on the authority of the 
Secretary of the Treasury that the country had once already 
been within two weeks of going off. America resisted still, 
while governor after governor closed the banks of state after 
state; until finally the Governor of New York, on the advice of 
the bankers, after midnight on the 3rd of March, closed the 
banks of New York to protect the Federal Reserve Bank from 
further losses of gold and currency. Then we were off gold in 
fact. President Roosevelt confirmed it on March 5th in a 
proclamation prohibiting the hoarding and export of gold. 
The President revived the confidence of the people and, in a 
remarkable radio speech expounding the banking problem, 
announced the reopening of the banks beginning March 13th. 
So complete was the change of feeling from despair to hope 
that the foreign exchanges, supported also by exchange control 
and short covering, failed to reflect the fact of our being off 
gold until the President made the embargo definitive on April 
19th. 

We had more gold than England; so we could stand the 
strain longer; and because we could stand it longer we suffered 
more. We had more gold and so we had a more top-heavy 
credit structure; and for that reason too we suffered more. The 
circumstances were different but the ultimate cause was the 
same. Both countries were forced off by the impossibility 
of maintaining both the pre-war gold parity of their currencies 
and the post-war price level; and the impossibility of enduring 
further deflation of that price level. The burden of debts had 
become unbearable. 

Immediately upon the President’s announcement, on April 


19, 1933, Mr. Morgan in a public statement said: 
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I welcome the reported action of the President and the Secretary of 
the Treasury in placing an embargo on gold exports. It has become 
evident that the effort to maintain the exchange value of the dollar at 
a premium as against depreciated foreign currencies was having a 
deflationary effect upon already severely deflated American prices and 
wages and employment. It seems to me clear that the way out of the 
depression is to combat and overcome the deflationary forces. There- 
fore I regard the action now taken as being the best possible course 
under existing circumstances. 


I have ventured to quote Mr. Morgan’s statements because 
the firm has always believed in the gold standard and supported 
it in America and in Europe and in the East, at least since 
President Cleveland’s day; but on the other hand was prompt 
to admit the fact when the course of the most devastating 
deflation in modern history, following the greatest war, made 
impossible the further maintenance of the pre-war gold parities 
of the pound and the dollar successively. 

The Gold Clauses in Bonds. It is most unfortunate that 
valid contracts validly entered into should have to be interfered 
with by the act of the Government. When, however, a 
national emergency of unexampled severity compelled the 
Government to stop gold payments on its currency, which was 
redeemable in gold, then it seems that there was nothing for 
the Government to do but to go the whole way. From the 
Government’s viewpoint the promise to pay gold to holders of 
the public or private debt could have no greater sanctity than 
the promise to pay gold to holders of currency notes. To stop 
gold payments on the currency, payable in gold, thus by its 
own act making gold unavailable to debtors desiring to pay 
their debts, and yet to make and enforce gold payment on 
bonds, would have been to prefer one creditor over another, to 
prefer the time debt over the demand debt, when there was 
not enough gold to go around. Further, for the Government 
to stop gold payments on the currency, and yet to make and 
enforce gold payments on the bonded debt, would have 
enhanced the burden of indebtedness, public and private, when 
the very problem was that that burden had become intolerable. 
This enhancement of the burden of indebtedness, through main- 
taining the gold clause while refusing gold redemption on the 
currency, would have brought on pretty general bankruptcy. 
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Consequently it would have brought ruin to holders of public 
and private debts generally in the effort to give them their 
pound of flesh as nominated in the bond. The fear of default 
while we were on gold put bond prices down. Going off gold 
put them up because it removed that fear and because cheap 
money means low interest rates and high bond prices. All 
of which is demonstrated so that he who runs may read by a 
comparison of present bond market quotations with those of a 
year or two ago. 

The controlling principle, we now know, is that the 
sovereign, the State, has and must have control of its currency 
and therefore of obligations payable in its currency, however 
expressed. This power it cannot abdicate or contract away. 
When the force of an overwhelming catastrophe compels a 
revaluation of its currency, as part of a plan of reorganization 
and recovery, it can and must in common honesty make that 
revaluation effective universally, without fear or favor, without 
preferring one creditor over another. 

What I have said applies to American bonds issued in 
America, whoever holds them. But it does not apply to 
external obligations. 

Points as to Stability of Money and Prices. Monetary 
stability should be the ultimate objective in the interest of all 
the people. That means relative stability of prices, and wages, 
once a satisfactory level has been achieved, as well as stability 
of the foreign exchanges. 

By stability of price and wages I do not mean rigidity. 
Prices and wages should fluctuate within rational limits. What 
is intolerable is not those changes in prices and wages that 
result from natural causes, such as new inventions and 
economies, but changes in prices and wages due to monetary 
instability. 

The Future of Gold. The function of gold in the new 
monetary system which must be evolved for all the world will 
be of great importance, first, as a check or proof upon the 
internal dependability of the currency. Gold may not be 
returned to circulation, but it will be a valuable and necessary 
factor of confidence in the currency. 

Second, gold will continue to be necessary to settle inter- 
national balances. As long as nationalism persists we cannot 
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have an international paper money any more than an 
international army and navy. You cannot spend paper 
pounds in New York or Omaha, nor paper dollars in London 
or Liverpool. In the Western world gold is the most con- 
venient, most customary and most generally acceptable common 
denominator for the various national currencies. 

Determining the New Gold Value of the Dollar. To return 
to the old gold standard would have been out of the question 
because it would have involved the resumption and aggravation 
of the cruel deflation of 1929-1933. In fact a valuation seems 
to have been reached with regard to the desire to raise the 
domestic price level, rather than with regard to the level of the 
foreign exchanges; and with a very proper reserve as to what 
the future may have instore. That reserve was most necessary 
since our domestic economy has not yet arrived at equilibrium, 
and the domestic budget is far out of balance, and since the 
other principal commercial countries are not yet prepared to 
make similar and complementary decisions. 

The Technique of Revaluation. The technique of buying 
gold abroad has been effective in stimulating prices and 
business at home. In the future, however, it is most important 
that consideration be given to the risk that the effect of this 
technique if long continued must be deflationary abroad, as 
were the gold purchases of France after 1926 and of England 
after 1931; and that the repercussion on America of renewed 
deflation abroad must be expected to be deflationary in the 
longer run. The future technique of dollar revaluation should 
follow the course of an orthodox cheap money policy: the 
expansion of credit and currency through the Federal Reserve 
banks; the purchase of government securities by them in the 
market, or even as ways and means advances to the Treasury 
if need be; the purchase by them of longer government bonds 
as well as short; and the maintenance by them of discount rates 
favorable to the borrower upon such securities. The Federal 
Reserve Banks should be prepared to enlarge their portfolio 
of government securities, and of loans on government 
securities, at low rates of interest ; to make credit cheap, and to 
finance at least a part of the Government’s deficit; until the 
stimulus of cheap money raises prices, and restores a profit to 
business, so that business can reémploy labor and will have 
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more taxes to pay on increased incomes. Such a technique of 
expansion through the Federal Reserve System is preferable, 
because more readily controlled, to a similar technique of 
expansion through the Treasury itself. 

The way to stop a deflation is to make money cheap. That 
has been in course of being proved in England since 1931 and 
here since a yearago. That way will work. There is no other 
way. 

It will work if we can have peace and good-will and 
confidence at home, if we restore profit to business and if we 
reopen the capital market. 

Let me emphasize what I have last said. Cheap money 
opens the door to recovery. If we are to march through the 
door and along our way to progress continuously, then the 
factors which I have last mentioned—and, I may add, peace 
and good-will and trade with foreign nations—become of 
immense importance. 

Deflationary Measures Retard Recovery. There are certain 
obvious obstacles to permanent recovery that cannot be ignored. 
Recovery is being retarded by measures of reform, or intended 
reform, which work out as drastically deflationary in their 
results, however laudable in their purpose. Deflationary laws 
retard the growth of bank deposits and of capital. It is be- 
coming generally recognized that those phases of the recovery 
program which increase costs in advance of profits, really re- 
tard recovery and reémployment and thus indeed obstruct the 
beneficent social purposes which inspired them. In conse- 
quence of restrictions upon the capital market and upon the 
profits of business, there is growing demand that the Govern- 
ment itself provide intermediate credit and capital for business. 
The Government cannot foot everybody’s bills forever, and yet 
preserve its own credit and the stability of the currency. 

The Importance of a Balanced Budget. The burdens 
thrown upon the Federal Government for relief and reconstruc- 
tion during the last three years, and the loss of revenue due also 
to the depression, put the budget of the Government badly out 
of balance. A mounting public debt is a menace to monetary 
stability. There will not be full confidence in the restored gold 
standard until it is supported by a balanced budget. By a 
balanced budget I mean such a budget that the public debt does 
not increase. It is clearly premature as yet to count upon a 
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balanced budget. The Government cannot and must not let 
people starve. Nor can it squeeze blood out of a stone or taxes 
out of losing business. To balance the budget there must be 
rigid economy of public expenditure, even while all legitimate 
demands for necessary relief are met; there must be a revival of 
industry so as to reémploy the unemployed and those now the 
object of public relief expenditures; and there must also be 
internal revenue laws devised rather to produce revenue than 
to redistribute wealth; and tariffs devised to produce revenue 
rather than to prevent imports. It is vitally important that the 
announced determination of the President to balance the budget 
at a relatively early date should have popular support. The 
inflation menace lurks in an unbalanced budget. 

Currency Inflation and Its Consequences. Going off gold 
and the cheap money policy were both necessary to meet a crisis 
of deflation and depression unexampled in the memory of living 
men and of world-wide incidence. But, unless the forces of 
sound and permanent recovery are promptly released to do 
their work, cheap money alone will not serve. It may indeed 
then become an evil, and may lead to inflation. 

There is no torture to which the human race can be subjected 
more devastating than the torture of uncontrolled monetary 
inflation. I do not expect it. I do not fearit. Indeed there 
is no record that I recall of any instance in which a country 
with a favorable balance of trade and an excessive gold supply 
has committed inflation. I believe there is a saving sense in 
the American people which will keep them from rushing like 
the Gadarene swine, possessed of the devil, down to the sea 
and being drowned. The story of the French assignats, 
the story of the German mark, the memory of our own 
revolutionary Continental currency, which became a byword— 
“not worth a continental ”’—these things must be too fresh in 
our minds to make it possible in this country, in this second 
quarter of the twentieth century, that our people should pursue 
a policy of madness and self-destruction. I am _ whole- 
heartedly in favor of the general policy of monetary recon- 
struction which the President has pursued. I conceive that I 
am supporting that policy when I say with all solemnity and 
deepest sincerity what I do in warning against inflation. 

International Aspects of the Gold Standard. Gold has long 
since ceased to be used for domestic circulation. One of its 
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principal functions today is the settlement of international 
balances. The return of the United States to a gold standard 
should, as our Government has indicated, be followed in due 
time by harmonious decisions of the principal commercial 
nations with respect to the value of their currencies in terms of 
gold and therefore in terms of each other. 

The new monetary management must take into account and 
guard against the post-war phenomena of the rigidity of prices 
and wages, and of the movement of fright money, which pre- 
vented the old gold standard technique from effecting the 
necessary economic adjustments. Peace, political and eco- 
nomic, will in time convert fright money, bad money, into stable 
capital. But the new rigidity of prices and wages has probably 
come to stay. So has the control divided among England, 
France and America. The double standard, the currency 
tied to gold and to prices too, and the divided control, present 
international problems still unsolved. 

The Problem of Trade Barriers. The gold standard and 
stable exchanges are desirable not as ends in themselves, but as 
a means toward the facilitation of commerce. And on the 
other hand the movement of goods and services in commerce 
settles international balances and so maintains stable exchanges. 
If we want to get rid of short money, fright money, bad money, 
we must let goods move across the seas and the national bound- 
aries. We must lower tariffs and remove embargoes and 
quotas ; and so revive, instead of strangle, international trade. 
If there is to be no foreign trade, if we are to have a closed 
economy, then we may be able to exist within our boundaries, 
but we must look forward to long years of readjustment and 
contraction; and we must expect unstable exchanges. In 
regard to this matter too, our government appears to me to be 
moving along sound lines. 

Confidence the Basis of Renewed Prosperity. Finally may I 
say that it seems to me that popular confidence in the President 
and a wise monetary policy have been primarily responsible 
for the great gains we have made in the past year. The 
intangible, imponderable yet vastly important fact is that there 
is a new-born hope, replacing despair, among the people. 
Surely if we pursue henceforth sound and constructive policies 
at home and abroad—and I trust and believe we shall—then 


we may be confident of the future as we are of the present. 
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7 7 OU will forgive me if I do not read an address. I 


have only been in your country a short time and 

did not know I should have the honor of speaking to 
you this afternoon, so what I have to say to you will be quite 
extempore. 

What I would like to say, in the first place, in considering 
this gold question, is that you are looking at the question from 
the wrong end. 

Gold is the servant of trade and trade is the essential factor. 
If you trade, and pursue the policy that will promote trade, 
gold will take care of itself. 

Reference has been made in a most admirable address by 
Professor Smit, to the British position before the war. He 
said that Great Britain at that time was the world’s money 
market, the world’s center, and that her influence upon the 
course of financial events was very great. Permit me to ex- 
plain that a little further. Great Britain, before the war, 
financed her own trade, but she also financed the greater part 
of the trade of the world as well as a great many international 
transactions other than trade. Her own trade at that time 
consisted of the movement of goods in and out of Great Britain 
to the extent of one thousand four hundred million pounds, 
or about that figure; that is to say, of some seven billions of 
dollars. In pre-war days no less than two thousand million 
pounds or ten billion dollars of international bills went through 
the London market in the course of a year. All important 
international transactions were settled in London, usually by 
bills drawn upon London or by credits obtained in London. 
Furthermore, Great Britain was the largest world market for 
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capital. At that time she was supplying the world, on an 
average, with about two hundred million pounds of new capital 
each year, and had done so for several years before 1914. 
Having regard to the magnitude of her trade and financial 
transactions it is of interest and of importance to realize the 
amount of gold she needed to perform these great functions of 
world trader, world banker and world financier. You will be 
surprised when I give you the figures. It will show you how 
poised that machine was, and how perfectly it moved. The 
basis of gold for those immense transactions was ten millions 
of pounds—5o0 millions of dollars—no more! 

It is quite true that we had gold coming in to us from other 
countries during the process, but it went out again. It came 
to us as any other commodity would come, exactly the same 
as your cotton came to us, exactly the same as your tobacco 
came to us. It came to England, and was sold to whoever 
would buy. The gold market was perfectly free for all buyers. 
All nations came to London to buy and sell gold. But the 
basis on which we did our great trade and our other financial 
transactions was ten millions of gold. 

Before the war we were happy when the Bank of England’s 
reserve was thirty million pounds and this consisted of some 
ten millions of gold and some twenty millions—to be exact, I 
think it was nineteen million six hundred thousand pounds— 
of Bank of England notes, which was the total fiduciary issue. 
With this reserve of thirty millions of pounds we had a two or 
three per cent bank rate—a rate that notified the world that 
Great Britain or the Bank of England was quite satisfied about 
its position. When that reserve fell to twenty millions of 
pounds we were unhappy and the Bank of England rate of 
discount was put up to a figure that brought gold back again 
to Great Britain in sufficient quantity to restore the reserve to 
twenty-five or thirty millions. It had not to go back to thirty 
millions of pounds before the bank rate was lowered however. 
As it came up to twenty-four millions, the bank rate would be 
reduced from six per cent to five per cent or even four per cent. 
As it rose to twenty-seven millions, the bank rate was reduced 
to three per cent, and when it attained to thirty millions, we 
had a two per cent bank rate, or something of the kind—a 


wonderful machine! 
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With the gold standard in operation as it should be, gold 
isn’t intended to be retained by any one country. It needs to 
be distributed over the entire world to enable the bankers of 
the world to give the credit which the various countries need. 
To concentrate that gold in any one country is an injury to 
the entire world. I am glad to say in England we understood 
that. That is why we never retained the gold, why we didn’t 
want it, why we sent it out to the whole world—to enable bank- 
ers in all countries to give the credit necessary to sustain a 
great world trade. 

You have now the reasons why the gold standard has broken 
down. Great Britain, since the war, has ceased to be the 
world’s banker. She couldn’t be the world’s banker in the war. 
She was engaged in war and had to use the whole of her funds 
to prosecute that war. I am glad to say (and I desire to make 
this acknowledgment) that America assumed the task of the 
world’s banker in 1914 whe. it was essential the task should be 
taken on by some other money market. 

You brought into being those Federal Reserve banks sooner 
than you intended to do, in order to take up this task of financ- 
ing the world trade, and from that time to this, America has in 
large measure been the world’s banker. But you haven't con- 
ducted the business in the way that we conducted it. 

You were not willing even to take in the commodities neces- 
sary to pay you for the goods that you sold to other countries, 
let alone the interest and principal due to you. You kept them 
out. You said, “ We do not want your goods or your services. 
Send us your gold.” And you have the gold. In spite of the 
fabulous amounts of gold you have, your gold standard has 
broken down as it had to break in view of your policy. Why? 
Because America, by her policy, has bankrupted the world—a 
serious statement to make, but true. You should never have 
attracted to this country the gold you did. You should not 
today be attracting the gold that you are. You are bankrupt- 
ing the world. You must go back to the policy of Great 
Britain, a policy of experience over a long period of years; a 
policy that kept the world on the gold standard by holding 
only a relatively small quantity of gold at the world center. 

No, America is not entirely responsible. We have our 
friends, the French. France also used to be a world money 
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market, to a limited extent, before the war. She needed more 
gold than we did because she had a much greater issue of paper 
money. Nevertheless, she never kept more than a certain 
amount. She also allowed the gold to move out whenever she 
had more than she needed. When money was cheap and 
plentiful in France she made loans to Russia. She made loans 
to various countries and these loans assisted other countries to 
obtain either the gold they needed for the regulation of their 
trade or the goods they needed for their development. 

But what happened since the war? The French government 
during the war created a great debt, and after the war the 
debt was increased still further until the French government 
was practically bankrupt, with twelve thousand millions sterling 
of debt and with only small reparation payments in prospect. 
France devalued her franc by design, for the purpose of avoid- 
ing complete government bankruptcy. She said, “ We cannot 
carry this great debt unless we depreciate the franc.” The 
depreciation of the franc from twenty-five to one hundred and 
twenty-four (to the pound) was therefore planned. The re- 
sult was that during the period when the franc was being de- 
preciated, large French balances were created abroad. Orders 
were given not to bring back the proceeds of the sales of French 
goods abroad and a balance abroad of some two hundred mil- 
lion pounds was created. Then, owing to the pressure of the 
French people, the French government was compelled to stab- 
ilize its currency. 

As soon as this became known, there was a great anxiety to 
take back to France this great sum of money. Francs were 
bought on the last days before stabilization at the rate of no 
less than ten million pounds a day. Money was sent back, yes, 
but no large sums can be remitted at any given moment and 
what actually happened was the transfer of French foreign ex- 
change balances abroad to the credit of the Bank of France. 
The effect of depreciating the franc was to make the French 
people so economical that they had a great balance of trade in 
their favor. Moreover, they were so frightened by what had 
happened, that they said, “ We are not going to buy investment 
securities of any kind or description with our favorable trade 
balances.” So they took back their favorable balances in gold 
for several years. Thus they accumulated a stock of gold of 
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no less than six hundred and sixty millions of pounds and drew 
away from the world’s money market several hundreds of 
millions of pounds in gold. Thus they too helped to break 
down the great financial system of the world and helped to 
upset the proper working of the gold standard. 

America and France together, by accumulating these vast 
stocks of gold, prevented their debtors from paying their debts 
in goods or services and helped to bring the world to ruin. 

The result? The ruin of the American people themselves 
and the ruin of France. See what is happening on the other 
side! Great distress, riots and danger of revolution. And 
here in America, immense difficulty. 

This accumulation of gold, this insistence on being paid not 
in goods or services but in gold, must be stopped. France and 
America, indeed all the world, must realize that the gold 
standard, or any international currency system, depends upon 
the interchange of goods and services. Those are the funda- 
mental things, not gold. 

It was because Great Britain in pre-war days was willing to 
be paid all her debts in goods and services, that a free market 
existed in England for every kind of commodity the world 
produced. Every country could send its goods for sale in 
British markets on terms of complete equality. If some coun- 
try was in distress, it sold more of its products, adjustments 
were made, bankruptcy avoided and the gold standard worked. 

The question that you have to decide is this: Do you intend 
to allow the underlying conditions to operate that make for 
world prosperity and for world solvency, and that will permit 
the gold standard to work freely and efficiently; or do you 
and with you France and now Great Britain intend to go on as 
you are now going? If you do, then I warn you, no monetary 
system will work. You will reduce the world to such poverty 
and distress that no system of any kind will work, not even the 
system of government. 


[87] 


THE GOLD SITUATION 


GEORGE F. WARREN 


Professor of Farm Management, Cornell University 


ITH the outbreak of the World War, many countries 
W went on a strictly paper basis and stepped out of the 
market for gold as effectively as if they had per- 
manently demonetized it. Because of this decreased demand 
for gold, commodity prices in gold rose throughout the world. 
To anticipate that any such price level could be maintained 
when the gold standard was restored, was to ignore reality. 
One of the common failures in economics is to assume that 
some temporary situation is permanent and invent an explana- 
tion for it rather than make a statistical analysis of the problem. 
Many persons assumed that some phenomenal and permanent 
change had occurred in the efficiency with which gold was 
used, that would justify a sudden and permanent increase of 
50 per cent in world prices in gold. It is surprising that some 
of those who are most worshipful of the gold standard were 
the ones most deluded by this error. If under the gold 
standard it were possible suddenly and permanently to raise 
commodity prices 50 per cent without increasing the supply 
of gold relative to other commodities, then the gold standard 
would be bad indeed. There is plenty of basis for severe criti- 
cism of the gold standard, but it is not that bad. Prices in 
gold cannot suddenly be raised 50 per cent with all of the 
gold-standard countries continuing on a gold basis. Rist, the 
French economist, described this fantastic situation as follows: 


If one reflects how slowly world prices in gold vary as a rule, the 
probability of any 50 per cent jump in those prices between 1915 and 
1925 (the date of the return of sterling to par) seems very scant indeed 
. . . the idea of maintaining price levels the world over on the war-time 
scale and transforming them into a gold price level, the while main- 
taining old currency parities, looks today like a fantastic dream. 


1 Rist, C., “Gold and the End of the Depression”, Foreign Affairs, vol. 
12, no. 2, pp. 246, 247, Jan. 1934. 
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The world has had one almost exactly similar experience. 
When the French Revolution broke out, much of Europe dis- 
continued the use of gold and silver as money and prices rose 
rapidly in countries that continued to use hard money. When 
the world returned to metallic standards, a world-wide collapse 
in prices occurred. There is one interesting difference. At 
that time, the countries that left the metallic standards used 
gold and silver as money, and inflation occurred in both the 
gold-using and silver-using countries. This time, only gold- 
using countries were involved and prices in China continued 
their gradual upward course without any apparent interruption 
until 1931. Just now, China is having deflation, that is, silver 
is rising in value relative to other commodities. 

The collapse in prices could not have been prevented by the 
Federal Reserve System. It was an inevitable result of the 
return of demand for gold when attempts were made to return 
to the gold standard. The only way to have prevented it 
would have been to prevent the return of the demand for gold 
or else progressively to raise the price of gold as its value rose 
due to the return of demand. 

Because there was no general knowledge of the relationship 
of gold and prices, there was a world-wide effort to return to 
the gold standard, not realizing what this would do to the price 
structure. Americans took a leading part in lending vast 
sums to aid in reéstablishing the gold standard, not realizing 
that the return of the demand for gold would cause such a 
price collapse that the loans could not be paid. The revalua- 
tion of the dollar will make many of these loans good. 

Some persons got so far away from reality that they believed 
that the price level could be controlled by credit and at the 
same time be on a gold standard. Since the development of 
modern transportation facilities, no country has ever been able 
to get its general level of commodity prices far out of line with 
the world level of commodity prices when expressed in gold. 
Even when out of line for a time, no country has been able to 
maintain such a situation. Even in the present period of 
monetary chaos with prices in currency varying from 76 to 
496, when pre-war is 100, the index numbers for prices in 
gold are in fairly close agreement in the various countries.” 


2 Farm Economics, no. 84, table 4, page 2020, February 1934. 
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There has never been a case of a sudden, permanent, world- 
wide change in commodity prices in gold without a sudden 
increase in the supply of gold relative to the production of 
other commodities. There can at any time be a great reduc- 
tion in the value of gold by having a large number of countries 
discontinue the use of it. There can also be a sudden increase 
in the value of gold by a sudden return of its use. Demand 
can change very suddenly. 

If by its credit policy any nation could so increase its effi- 
ciency in the use of gold as to raise commodity prices in gold, 
this increase in prices would have to be world-wide. But the 
United States had no phenomenal increase in efficiency in the 
use of gold by means of bank credit. For the five years pre- 
ceding the establishment of the Federal Reserve System, the 
monetary circulation plus bank deposits per dollar of gold 
averaged $11.01. For the five years 1923-27, the average was 
$11.56. 

Nor do we find any case in which the velocity of circulation 
has been able to get commodity prices in gold far out of line 
with world prices in gold, or to have any permanent influence 
on the world price level in gold. 

It is possible to have a limited but temporary movement in 
prices away from the gold relationship. 

It is impossible in a brief paper to present the statistical evi- 
dence on which these conclusions are based. But for those who 
are not interested in statistics there is at least some evidence 
presented by the fact that those who believe that our price 
structure is merely a matter of credit did not foresee the depres- 
sion. They did not understand what the gold standard means. 
If we were on a paper standard, the price structure could be 
controlled by currency and credit and be independent of gold. 
But on a gold standard the currency and bank deposits are 
convertible into gold, and commodity prices can depart from 
the world ratio of gold to commodities by only a limited 
amount and for only a limited time. The arguments which 
they presented to indicate that prices would not fall are the 
same arguments they now present to indicate that the price 
level could be restored without raising the price of gold. This 
theory is as wrong now as experience has proved it to have 
been in the past. 
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During the period when Europe was not interested in gold, 
the business affairs of the world became fairly well adjusted 
to a commodity price level about 50 per cent above pre-war 
prices when expressed in gold. Had there not been a period 
of monetary chaos, there was gold enough in the world to 
support pre-war prices, but the attempt of all the world to 
return to the gold standard caused such a frantic demand for 
gold that its value is far greater than before the war. Index 
numbers of prices of commodities throughout the world are 
generally from 60 to 75 per cent of the pre-war level, when 
expressed in gold. Inefficiency in the use of gold will no 
doubt continue for many years so that instead of a given gold 
supply supporting a higher price level than formerly, we may 
expect it to support a lower price level for some years to come. 

The attempt to do the impossible thing of maintaining the 
price level and restoring the gold standard not only affected 
the value of gold, but resulted in increases in tariffs, quotas, 
dumping, restricted production, and innumerable other schemes 
to hold up the price of this or that thing in the face of a world- 
wide collapse. The resulting chaos has caused bankruptcy, 
riots and revolutions. Only Holland and Switzerland are still 
attempting to maintain their pre-war gold currencies. France, 
Italy, and other countries that revalued previous to 1929 have, 
of course, suffered from the rise in the value of gold which 
occurred since that time. Many of them have had serious po- 
litical disturbances. There is considerable doubt whether these 
countries will be able to avoid raising the price of gold to cor- 
respond with its increased value. Some countries suffered so 
severely from inflation that they have been very loath to risk 
any monetary change, and have risked or experienced revolu- 
tion rather than leave the gold standard. The necessary 
amount of deflation is so great that it is doubtful whether any 
country can stand its social effects without revolution or a dic- 
tatorship, either of which probably will end in a revaluation. 
The probable procedure appears to be either revaluation, in 
time to prevent a political upheaval, or, if action is too long 
delayed, a political unheaval followed by revaluation. Some 
of the countries that are nominally on gold have provided ways 
for selling exchange at a discount so that they are really not 
on gold. This is a disguised step toward revaluation. 
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A clear distinction should be made between the value of gold 
and the price of gold. The price of gold may be set at any 
figure by any country. This determines the gold value of the 
currency. The value of gold is determined by world supply 
and demand. If the value of gold doubled and if a country 
doubled the price of gold, it would expect to prevent prices 
from being cut in half. 

Thirty-four countries have left the gold standard since 1929 
and are gradually raising the price of gold. Denmark, 
Australia and New Zealand have about doubled its price. 
Canada, England, South Africa and the United States have 
raised the price of gold more than fifty per cent. The United 
States was the last of the thirty-four to leave gold. Had we 
left it when England did we could have followed a more 
leisurely procedure, as she has done. 

The average of commodity prices expressed in gold declined 
with great rapidity during the first two years of the depression 
and less rapidly during the next two years. Since the United 
States began to buy gold, the fall of prices expressed in gold 
appears to have been checked. If France and other countries 
that are attempting to maintain the gold standard should leave 
it, or revalue their currencies, the pressure on gold might be 
somewhat reduced and prices in gold might rise to some extent. 
Throughout the world, an ounce of gold will generally buy 
more than twice as much in commodities as it would before the 
depression. 

Since 1918, I have been stating the conclusion that com- 
modity prices in pre-war gold currencies would fall below pre- 
war. This conclusion is, I believe, a safe forecast for at least 
a decade to come. It is, of course, possible that some pheno- 
menal discovery of gold may be made, but there is no indica- 
tion that anything like this will happen. Present gold produc- 
tion is not sufficient for the continued maintenance of pre-war 
prices even if gold were used with pre-war efficiency. It is 
also possible that some countries that formerly used gold may 
definitely demonetize it and discontinue their efforts to accumu- 
late gold reserves, but there is no indication of anything of this 
sort. In fact, gold is one of the chief topics of discussion in 
the former gold-using countries. Instead of a reduction in the 
demand for gold, a high demand is to be expected for a con- 
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siderable number of years. For a number of years, banks and 
nations will desire high reserves. If all countries raise the 
price of gold enough to get out of the depression, the pressure 
on gold will be somewhat relieved. 

Barring some improbable and spectacular discovery of gold 
or the demonetization of it, it is fairly certain that commodity 
prices expressed in gold will be distinctly below pre-war levels 
for some years. 

It is not to be expected that prices expressed in gold will 
permanently remain at the level which now prevails. It is to 
be expected that they will fluctuate violently. We have had 
twenty years of monetary chaos, and probably will have ten to 
twenty more before the effects of the discontinuance of the use 
of gold by Europe and the attempts to return to it are overcome 
to such an extent that the old type of gold standard would 
function as well as it functioned before the war. Any price 
for gold which is high enough to get out of the depression is 
likely to be too high at some later date. 

Most of the countries that are off gold appear to be in no 
hurry to commit themselves as to how or when they will return 
to it. A return to gold at any figure without provision for 
changing its price when necessary involves an amount of risk 
that the various countries do not appear to be ready to assume. 
England made one mistake in this direction and seems to be 
in no hurry to give up her present freedom. The President is 
now given the authority to fix the gold content of the dollar at 
not less than 50 nor more than 60 per cent of the former con- 
tent. This is equivalent to raising the price of gold not less 
than 6624 nor more than 100 per cent above the old price. 
At the present price of $35.00 per fine ounce the increase is 
69 per cent. The law allows such changes as may prove nec- 
essary so that if any price should prove too high or too low it 
may be changed. 

After deflation had been allowed to run its course without 
interruption for three and a half years, its devastating effects 
caused innumerable secondary complications. For example, 
many communities are without banks; many banks are too 
frozen or too scared to risk new loans for business. Many of 
the four crops of young men and women who have matured 


during the depression have never been able to get work at what 
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would be their normal occupations, so they have missed their 
apprenticeship training. We are short of trained men. Many 
of these young people, and older ones as well, have lost their 
courage and have developed a twisted social point of view. 
Fortunately, the President has had the courage to attack the 
depression on so many fronts that he has brought hope to the 
various groups in the population while taking steps toward 
recovery. 

Our immediate problem is to get out of the depression. 
Great progress has been made during the past year. Prices of 
commodities, stocks and bonds have risen rapidly. Many per- 
sons have found work. Bankrupt properties are becoming sol- 
vent, but there is a long way yet to go. Although prices paid 
to farmers have risen 55 per cent, they are still only 78 per 
cent of pre-war. Millions are unemployed. For full recovery 
there must be enough rise in prices so that agriculture and in- 
dustry may be solvent and profitable; so that debts can be paid; 
so that men may find work in their normal occupations ; so that 
normal consumption can proceed; so that profits will be large 
enough to pay the taxes that are necessary to pay municipal 
and other public debts and conduct the public services in a 
normal way. 

While the immediate problem is to get out of the depression, 
we should give careful consideration to the problem of a per- 
manent improvement in the monetary system. Even in the 
period of peace from 1880 to 1914 our monetary system did 
not work so perfectly as to make it improper to consider means 
for its improvement. 

It is extremely desirable that we have a monetary system 
that will provide internal stability of commodity prices and 
external stability of exchange rates. Since 1914, our mone- 
tary system has not provided either of these. While on the 
gold standard, we had the worst inflation and worst deflation 
that had occurred since the formation of the Union—worse than 
the greenbacks of Civil War days; and exchange rates have 
been in chaos. When England left gold in 1931, she improved 
the degree of her internal price stability. By leaving the gold 
standard last spring, the United States not only made a begin- 
ning toward a restoration of price equilibrium within the 
country, but also improved the average of external stability 
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because the group of countries that has raised the price of gold 
is larger than the group that has not. Since the passage of 
the law providing a method for controlling the gold value of 
the dollar, the other countries that are off gold have raised the 
price of gold at about the same rate that we have raised it, so 
that our efforts to attain a restored internal price level have not 
materially affected exchange rates with these countries. Of 
course, the exchange rates with countries that have continued 
on gold or silver have been affected. 

Americans who reside or travel abroad have so long profited 
from depreciated currencies in Europe that a restoration of the 
old parities seems burdensome to them. The burden is very 
real in the countries where the foreign currency is at a 
premium. 

While it is extremely desirable to have both a stable internal 
price level and stable exchange rates, if one must be sacrificed 
it is better to sacrifice the exchange rate. 

By adhering to the gold standard long after England left 
it, we arrived at an internal situation of bankruptcy and chaos 
that makes our internal price situation far worse than Eng- 
land’s, but the dollar is inherently strong in foreign exchange. 
This contrast between internal and external conditions causes 
difficulty and misunderstanding. 

There are many possible ways of procedure that are worthy 
of consideration. Some persons would restore the old type of 
gold standard without change. We could do worse than this; 
it is to be hoped that we may do better. Even if the old form 
of gold standard is to be adopted, it would be a mistake to do 
this until prices and the gold situation are more stable. 

With the progress of civilization, the problem of stability of 
the purchasing power of money becomes of increasing impor- 
tance. It is far more important today than it was twenty years 
ago. With the growing proportion of inflexible prices, an in- 
creasing burden is thrown on the flexible prices when gold 
changes in value. An amount of instability that could be 
tolerated in a primitive society in which people were largely 
self-sufficient and in which the unemployed could move to new 
lands, becomes a menace to the very existence of a modern type 
of civilization. To leave such a delicate mechanism as our 
modern society to accidental discoveries of gold, or to the acci- 
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dents in the variations in the demand for gold, is to leave it 
subject to a menace that is not a necessary accompaniment of 
capitalism. 

The democratic form of government and a civilization based 
on private enterprise have been severely tested by the monetary 
chaos since the war, and in some countries have broken down. 
For the continuance of our present social order we need a 
thoroughgoing revision of the rules of the game and a better 
observance of the rules to provide for greater security and 
justice and keep the door of opportunity open for young men 
and young women; but if this form of government and social 
organization is to have a fair chance to show its merits, we 
must avoid any repetition of such deflation as we have suffered 
during the past few years. Some provision for better mone- 
tary control seems essential. 

If we establish a currency designed to maintain reasonable 
stability in the level of commodity prices, it is to be hoped that 
other countries will move in the same direction so that violent 
fluctuations in exchange rates may be prevented. But the 
well-being of our people and the maintenance of democratic 
institutions are more dependent on the former than on the 
latter. 
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guished company to the first meeting of the Academy in 
this year of grace. I say year of grace, mind you, not 
days of grace. These terms have been confused of late. It is 
to restore their original meaning—that a year of the Christian 
era is not coincident with that overtime which is allowed for 
the payment of a note—that we are seeking “ Financial Poli- 
cies for Recovery ”, the subject of this evening’s program. 
Some thirty years ago, when simplified spelling was strongly 
urged, my old friend, David Shaver in Van Hornesville, said 
that he welcomed that reform as exactly suited to his “ edica- 
tion.” Sparseness in any field invites new proposals and 
encourages their welcome. Lean pocketbooks, both of govern- 
ment and citizens, invite new financial proposals and new 
financial policies. Just as our simplified spelling met too 
much resistance of habit and tradition to leave more than 
minor effects on our orthography, so I suspect that many of 
these new proposals will run against the same barrier, before 
they are finally incorporated into the settled policy of this 
country. 


It is interesting to consider how a financial policy, in fact 


[' is a pleasant privilege to welcome this large and distin- 


* Introductory Address of the Presiding Officer at the Third Session of 
the Semi-Annual Meeting. 
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how any policy, in a great Democracy is evolved. We are too 
ready to think that the President makes it or Congress makes 
it and then to applaud or blame. Every policy, and indeed 
every law, in a Democracy is the resultant of contending forces 
—some instructed, some intuitive. Like a rope in a tug of 
war, held taut by many hands, actuated by diverse motives, 
energized by shifting desires, it finally finds its resting place, 
and then, and only then, can an administration or a govern- 
ment make a policy or a law effective. When the rope finally 
comes to rest, it will not lie in a straight line. One must not 
expect the financial or any other policy of a Democracy to be 
too severely logical. Political forces abhor the straight line of 
logic in policy just as physical forces abhor the straight rope 
in a contest. Criticism, therefore, that the rope does not lie 
straight is quite unfair. That is especially true in times of 
great pressure. It is emphatically true after a period of great 
excess. The rope was pulled far out of line in the late 
‘twenties. It is natural that the rush should take it out of line 
in the reaction. If our speculation went mad in the last years 
of the ’twenties, it does not mean that we shall find salvation 
by paralyzing security markets or inhibiting new capital issues 
now. If our financial machinery during that period was un- 
able to curb the madness of a people bent in all walks of life 
on getting something for nothing, perhaps we should give our 
attention not only to the improvement of the mechanism of 
finance, but also to the encouragement of our own self-restraint. 
No machine has ever been invented ‘or will be, however care- 
fully planned, which will protect us from the dangers of a 
great stampede. No financial machine can stand such a strain, 
and no political one can withstand it either. 

In our tugs of war, and we constantly have them—they are 
the very life blood of a functioning Democracy—the govern- 
ment has heretofore established the rules and acted as the 
referee, leaving the forces free play within the rules. True, 
there has been criticism that the rules were not wholly fair 
for all; that the referee was not wholly impartial ; not so much 
that the motives of men in power were impugned as it was 
charged that influences upon them were disguised and often 
undetected. There has, accordingly, been a wide demand for 
a change of rules. 
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It is to be expected, after a period of great excesses, both of 
well-being and ill-being, that the calls for change would be 
exaggerated and that many of them would be unwise. With 
such violent swings, the job of a government is a most difficult 
one. The task of making new rules under such conditions 
requires patience and restraint. The task of the referee ad- 
ministering the rules becomes difficult too, for a government is 
sorely put to it, in such times, to find men free from anger, 
bitterness and prejudice. It is very human for the punitive 
idea to creep in, and if it does too largely, it will not only 
destroy the referee, but delay the game. 

In our present reaction, and I think it is not unfair to call it 
such, there is some demand that the government which makes 
the rules and acts as referee, shall take hold of the rope per- 
manently itself. If that step be taken and the government be- 
comes a permanent and effective actor on the rope, then we 
shall have a new situation in this country. New rules, yes, 
we should loyally accept them and abide by them; the govern- 
ment as referee, yes, with extended powers, more than we have 
dreamed of before; but the government as actor, as contestant 
with its own people, well, Americans will hesitate long, I think, 
before they permanently cross that great divide. 

Here tonight one small segment, but an important one, of 
that tug of war is taking place. One has been going on all 
day with a large attendance. It is not so much what is said 
on this platform as the excitation that it makes in you that 
creates the pull. For each of you has hold of the rope. The 
struggle is now going on inside yourselves. That is the reason 
you are here. You and others like you in this broad and 
diversified land will ultimately determine where that rope shall 
lie. 

Wise rules for the game conceived in patience and imposed 
with restraint, high impartiality of the referee, too high to be 
touched by the corrupting influence of greed for money or for 
power, too high to be poisoned by anger or the wish to punish, 
too high to be paralyzed by despair and too courageous to be 
made impotent by fear, are underlying essentials to any policy 
of recovery, and especially to that most sensitive of all, a 
financial policy of recovery. 
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r | NHE subject given me for discussion this evening is so 
broad and comprehensive that all one can hope to do 
is to sketch certain ultimate objectives which will in 

the main determine the broad lines of policy to be followed, 

rather than to attempt an analysis of the immediate steps to 
be taken. 

Though unwise financial policies can retard its attainment, 
wise financial policies cannot of themselves bring about re- 
covery. And they themselves must in large measure be deter- 
mined by our fundamental attitude toward the main problem. 
In this, as in all major depressions, many intelligent observers, 
viewing the vast volume of raw materials and manufactured 
goods not moving into consumption, and the many idle plants, 
are so impressed by apparent overproduction and excessive 
plant capacity that they see in them the causes rather than the 
symptoms of the depression. From which they conclude that 
the true remedy is to be found in a limited and controlled pro- 
duction. Many instances of such views held in the past could 
be cited. One illustration will, however, suffice. In a notable 
report written in 1886, the then Commissioner of Labor, 
Carroll Wright, stated in part as follows: 


Industry has been enormously developed, cities have been transformed, 
distances covered, and a new set of economic tools has been given in 
profusion to rich countries, and in a more reasonable amount to poorer 
ones. What is strictly necessary has been done oftentimes to super- 
fluity. This full supply of economic tools to meet the wants of nearly 
all branches of commerce and industry is the most important factor in 
the present industrial depression. It is true that the discovery of new 
processes of manufacture will undoubtedly continue, and this will act 
as an ameliorating influence, but it will not leave room for a marked 
extension such as has been witnessed during the last fifty years or 
afford a remunerative employment of the vast amount of capital which 
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has been created during that period. ... The day of large profits is 
probably past. There may be room for further intensive, but not ex- 
tensive, development of industry in the present area of civilization. . 
Supplying themselves with full facilities for industry and commerce 
will give to each of the great nations of Europe and America something 
to do, but the part of each in this work will be small and far from 
enough to insure more than temporary activity. 


His estimate of the situation as it then existed coincides 
almost exactly with numerous appraisals of the problem which 
confronts us today. In my judgment, these present-day con- 
clusions are likely to prove as erroneous as the earlier one. 

In the meantime, this broad assumption that overproduction 
and excessive plant capacity are at the bottom of our troubles, 
is in the main responsible for two definite policies that are 
being vigorously pursued the world over. The first aims 
through a varity of devices to restrict the home market of each 
country to the products of domestic industries, a policy that 
receives further support from an intense nationalism, which 
aspires to complete national self-sufficiency. The second policy 
almost inevitably follows. The conception of a complete 
readjustment and reorientation of national economies calls for 
a degree of economic planning and control that can only be 
exercised by government, so that everywhere we are witnessing 
greater and greater bureaucratic interference and regimen- 
tation. 

International commerce is being stifled. Production is 
reduced and rationed, and the standards of living are becoming 
consistently lower. 

It is quite true that in any given industry, limitation of pro- 
duction, its allocation among the different units, and the main- 
tenance of prices, irrespective of a lower cost of production by 
the more efficient units, may for the time being produce an 
appearance of prosperity in that particular industry. But, 
applied to all of the industries of a nation, such a process must 
end in national impoverishment, and, universally applied, must 
have a similar result on a world-wide scale. 

On the other hand, if we study the history of the three- 
quarters of a century that preceded the World War, and con- 
sider the extraordinary and consistent growth in production, 
the steadily rising standard of living and a world trade that 
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doubled every thirty years, it is difficult to be satisfied with a 
conception which accepts stabilization as a guiding principle, 
and, in the face of well-nigh unlimited human wants for all 
manner of commodities, sees even a temporary solution in their 
denial rather than in their satisfaction. We shall never solve 
the paradox of want in the midst of plenty simply by doing 
away with the plenty. Rather, should we devote all of our 
energies to the removal of those obstacles and maladjustments 
‘which present serious impediments to the exchange of raw 
materials and of finished products, both at home and abroad, 
and thus inhibit increased production, increased employment 
and a rising standard of living. 

This means that in the world field, extreme nationalism, aim- 
ing at complete local self-sufficiency, should be curbed, and 
that those policies that are at present stifling international 
trade, such as excessive tariffs, quotas, exchange restrictions, 
etc., must be gradually relaxed. In the domestic field, we 
must insist on the restoration and maintenance of flexibility in 
our economic life. 

I recognize that in dealing as briefly as this with so large 
a subject, I run a serious risk of being misunderstood. But, 
even so, reference is necessary, for our decision as to which 
of the two courses we are to follow must have a profound influ- 
ence on our financial policies. 

For my part, I am prepared to cast my lot with the policy 
of what, for want of a better term, I may call economic free- 
‘dom, as contrasted with the rigidity of a controlled and regi- 
mented economy. If it be urged that this means a return to 
a system that has been tried and found wanting, my answer 
is twofold: First, the alternative proposed is a return to an 
even older system, a system that prevailed almost everywhere 
prior to the nineteenth century, and under which economic 
progress was measured in terms of centuries rather than 
decades. And, secondly that the economic system under which 
the world made greater progress in seventy-five years than in 
all of the twenty-four centuries that preceded them, and which 
existed in its prime prior to the Great War, did not break down 
or fail us. The war tore it apart—just as that same war 
destroyed empires, nations and institutions and well-nigh 
destroyed civilization itself. 

[102] 


4 
| 
4 


No. 1] FINANCIAL POLICIES FOR RECOVERY 103 


It is true that the world post-war effort to rebuild that system 
fell short of success, but the foundations upon which we sought 
to reconstruct it were insecure, and our human architects 
proved fallible. 

If, then, men and nations are to exchange goods and to trade 
on a constantly increasing scale, one of the first requisites is a 
common medium of exchange. Today the growth of inter- 
national trade is seriously hampered by the lack of one. 
Widely fluctuating exchange rates and the uncertain value of 
currencies enormously enhance the risks and difficulties of 
doing business abroad. A return, therefore, to an interna- 
tional gold standard appears to be highly desirable. 

Why a gold standard? As far as I am concerned, first, 
because I know of no system likely to function better. Sec- 
ondly, because it is difficult enough to reach an agreement 
among nations, and agreement on something which we know 
from experience facilitates the task. And, third, since we 
understand the functioning of the gold standard, and recognize 
its weak points, we are in a position so to modify it as to guard 
against them. 

Much that has to be done to permit its restoration lies out- 
side the monetary field, but there are certain monetary condi- 
tions that should be complied with. The more highly devel- 
oped economic countries will need in every case a metallic 
reserve adequate to support a proper price and credit structure; 
it is essential that the central banks should coéperate more 
closely in the future than in the past, and should consider 
methods of control over abnormal movements of short-time 
funds; suitable measures will have to be established to prevent 
hoarding; and, finally, the gold value of domestic currency 
must be fixed at such points as will permit the maintenance of 
international equilibrium. 

Notwithstanding its virtues, the gold standard has defects 
and weaknesses. It doesn’t function automatically. It calls 
for a degree of management, and is, therefore, susceptible to 
human error and mistakes of judgment. But when established 
on firm foundations, its functionings are to a great extent 
automatic, and the field in which judgment operates is conse- 
quently limited. These considerations carry great weight with 
me, for the past record of management offers no such picture of 
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striking success as to encourage one to increase its scope at the 
expense of the more automatic process. 

But, whether there is a gold standard or not, the control of 
credit and monetary systems involves difficult questions of 
policy and administration. To whom are they to be entrusted? 

The maintenance of a stable currency and the pursuance of 
a wise credit policy are so essential to a healthy national eco- 
nomic life that there is a strong argument in favor of centering 
this responsibility in the State itself. In fact, the underlying 
conception that the issuance of currency is solely a function of 
government and a sovereign right that should not be delegated, 
recurs again and again in the history of our country. Never- 
theless, in this and in all other highly developed economic 
countries, it has been deemed wiser to delegate the authority 
to control credit and to create money in the form of notes to 
certain special types of banks known as central banks—in the 
United States, to the Federal Reserve banks. 

The reasons are simple and persuasive: 

The rate of discount is one of the most powerful means of 
controlling the volume of credit, and the rate of discount is 
properly the instrument of a bank. 

Experience has demonstrated that in periods of stress, gov- 
ernments yield too readily to the temptation of financing their 
own needs by note issues at a time when such a policy may well 
run counter to the more funamental economic interests of the 
nation. 

Monetary policies and political considerations do not by any 
means run hand in hand, and placing responsibility in the 
hands of central banks is a convenient means of divorcing 
them. Incidentally, we are thus more likely to secure con- 
tinuity of policy and of experience. For governments neces- 
sarily come and go. Under wise and prudent management, 
banks of issue do go on. 

Finally, the government, as the largest individual borrower 
and lender, has a direct interest in the money market, and if 
charged with the duty of its administration, will constantly find 
itself in an equivocal position, where its own interests may 
conflict with a wise credit policy from the standpoint of the 
country. 

These are compelling reasons for entrusting primary respon- 
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sibility for the management of money and credit to central 
banks of issue. Nevertheless, money and credit are so inti- 
mately tied up with the general welfare that government can- 
not delegate complete responsibility and direction. It must 
reserve to itself some measure of supervision and control, and 
even of ultimate decision. The forging of this all-important 
link presents a very difficult problem of administration. There 
are a great variety of plans. In some cases, as in France, the 
government appoints the governor of the central bank. In 
others, as in Australia, the directors of the bank are appointed 
by the government. In Poland, the final decision rests with 
the Secretary of the Treasury. 

With us, the task of codrdinating the actions of our twelve 
Federal Reserve banks, and to a very great extent of controll- 
ing their policies, is vested in the Federal Reserve Board, the 
members of which are appointed by the President, and of 
which the Secretary of the Treasury is the chairman, and the 
Comptroller of the Currency a member. Moreover, certain 
members of the boards of directors of the banks and the chair- 
men of these boards are appointed by the Federal Reserve 
Board. 

We have heard and hear much criticism of our Federal Re- 
serve System. Forgetful of the conditions which brought it 
into being, of its immense services to the country during the 
war, of its successful administration during most of the post- 
war period of reconstruction, and of the great advance it rep- 
resents over the banking system or systems which preceded it, 
stress is land on the failure to avert the disaster of 1929. 

To hold the Federal Reserve System completely blameless 
would not accord with the facts. The corrective action came 
too late. This failure was partly attributable to the human 
element, and partly to the cumbersome character of the system 
itself. With the first of these factors we are not concerned 
this evening. The second, however, deserves our thoughtful 
consideration. 

Based on close observation for a number of years, my con- 
clusion is that the Federal Reserve Board as constituted is not 
the most effective instrument for discharging the functions 
entrusted to it. The Board is too large to act promptly and 
with decision. With so many members, duties are so distrib- 
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uted as not to be sufficiently onerous to appeal as a general 
rule to active men. Living as they do in Washington, the 
members, upon whom rests the duty of final decisions, are out 
of touch with the swiftly flowing stream of affairs. Moreover, 
any difference as to policy between the banks and the Board 
frequently results in a stalemate, which may continue for weeks 
and months. In fact, this situation arises when the Board is 
equally divided, and so incapable of making a decision, no 
matter how vigorously the banks may clamor for one. 

A Board of not more than three members might well be 
considered. An alternative proposal that has much merit 
would be to have a Board of five, composed of two Governors 
of the Federal Reserve banks, serving in rotation for a year, 
two other members appointed by the President for life, and 
the Secretary of the Treasury. Such a Board would obviously 
have a much closer contact with current conditions and prac- 
tical problems. 

Under the first system above outlined, the Secretary of the 
Treasury should be a member of the Board, as, in my judg- 
ment, it is essential that there should be a close contact between 
the Treasury and the Federal Reserve System, so that both may 
be currently informed as to their respective policies and plans. 
I would not, however, give him a vote. But, in order to avoid 
the condition of stalemate which I have referred to, in the event 
of a serious difference of opinion between the Board and the 
banks, I would allow an appeal to the Secretary of the 
Treasury, whose decision would be final. In view of the high 
character of men that have held this office ever since the early 
days of the Republic, I think we need have no misgivings as 
to the use that would be made of this power of final decision. 

Under the alternative plan, I would make the Secretary of 
the Treasury a member of the Board, and give him a vote. 

We have learned through bitter experience that for a country 
highly developed economically, such as ours, which makes the 
fullest possible use of credit in the conduct of all of its mani- 
fold activities, an unsound commercial banking system consti- 
tutes a fatal weakness. 

Events have painted the defects in our commercial banking 
system with cruel precision. If ever we are to learn and profit 
from past mistakes, now isthe time. Ina report which I made 
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to the Congress, I summarized basic weaknesses and defects in 
our banking system as follows: 


1. During the 20 years ended with 1920 there was an enormous in- 
crease in the number of banks. In 1900 there were about 14,000; in 
1920, over 30,000. In 1900 there was one bank for every 5,500 of the 
inhabitants of the United States; in 1920, one for every 3,500. 

2. This excessive growth in the number of banks was due in part 
to our dual system of State and ‘National banks, and to a laxity result- 
ing from its competitive feature. There is no doubt that both State 
and National authorities have in the past granted bank charters too 
freely, a condition to which the Comptroller of the Currency directed 
attention as early as 1927. 

3. During all of this period unit banking received every encourage- 
ment, while branch banking was discouraged and for the most part 
prohibited. 

4. The banking system of the United States as thus developed did 
not successfully meet the test of adverse circumstances. In 12 years 
there have been over 10,000 bank failures, or over one failure for every 
three active banks in the country in 1920. These failures have involved 
deposits aggregating nearly $5,000,000,000. They have brought untold 
hardship to countless individuals, and have intensified the economic 
depression. 

* * * * + + + + 


Various studies that have been made point to unescapable conclusions. 
The mortality rate is much greater among small banks than among the 
banks with larger resources. The earnings of most of the smaller 
institutions over the period of the last few years have been entirely 
inadequate, making it impossible for them to build up reserves. The cost 
of operation, and consequently the cost to the community which it 
serves, bears a direct relationship to the size of the bank. This is 
particularly true of the great number of institutions with limited re- 
sources that were operating in 1920 at the time the number of banks 
reached the maximum. The losses sustained by the smaller institutions 
have been relatively greater; and it is unquestionably true that a 
great number of the small banks have been unable to secure proper 
management. 

This does not mean that mere size will of itself guarantee good bank- 
ing or a sound banking structure. These facts, however, do indicate 
that the operation of a vast number of independent unit banks under 
such conditions that it is difficult for them either properly to diversify 
their assets, to make earnings, to procure competent management, or 
to command adequate resources, is a definite source of weakness in the 
American system of banking. 

Our dual system and the divided control which exists have tended to 
relaxation in banking law and regulations, and to the development of 
unsound practices in the management of the banks. 
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My conclusion is that there can be no fundamental cure for 
such conditions until we are willing to create a unified banking 
system and to permit branch banking not on a nation-wide scale 
but within limits based upon actual economic conditions and 
credit needs. 

Finally, we come to the fiscal policy of the government itself. 
The cornerstone of any sound fiscal policy must be an unswerv- 
ing determination to return as rapidly as possible to the con- 
dition where receipts and expenditures are in balance. The 
healing and helpful influences of a stable currency, wise mone- 
tary and credit policies, a sound commercial banking system, 
and al] the business confidence which they engender, may to a 
large extent be offset if the credit of the government can be 
brought into question. And the credit of the government 
will be questioned, not necessarily because of large temporary 
deficits, but if once the opinion becomes prevalent that the 
government is unable or unwilling to bring expenditures under 
control. 

Moreover, there can be no doubt that one of the most im- 
portant elements in our progress toward recovery is a resump- 
tion of the flow of capital into all manner of permanent and 
semi-permanent improvements. A plentiful supply of capital, 
low long-time interest rates, and confidence in the stability of 
the monetary system, are prerequisites to any such movement. 
As long as the government preémpts the capital market for the 
financing of its own expanding debt, and as long as the fear 
exists that this process may continue indefinitely, conditions 
will continue unfavorable to the making of those long-term 
commitments that are so essential in any recovery program. 

Do not misunderstand me. The government at whatever 
cost must meet in full its duty toward those who are in need. 
But there are many who would go further and who believe that 
government spending in and of itself is a district contribution 
to recovery. The danger is that these expenditures may be 
so made as to be incompatible with the expansion of private 
business and employment. And there is a further reason that 
has been clearly pointed out by Professor Sprague: 


I do not doubt that an increase in consumer purchasing power, how- 
ever brought about, will increase the immediate demand for many kinds 
of consumer goods. I do insist, on the other hand, that an increase 
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in consumer purchasing power that arises from an increase in govern- 
mental expenditure runs the risk of creating a situation in which either 
this expenditure must go on indefinitely or, when it ceases, involve the 
same problem of readjustment that presents itself when Government 
expenditure is reduced at the close of a war. 


In conclusion, you will observe that I bring to you no pan- 
acea. I know of none. For magic does not exist in the realm 
of finance any more than it forms part of any of the other reali- 
ties of life. I have talked in terms of ultimate objectives. 
But I have the feeling that these, as well as many other desir- 
able goals, may not be so far distant as they now seem. The 
world over, basic forces are working toward recovery. With 
patience, with self-restraint, with justifiable faith in ourselves, 
in our Own experience, traditions and institutions, and with 
just a little more human wisdom and spirit of codperation on 
the part of mankind, this generation will yet wake to see the 
dawn of a new day. 
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FINANCIAL POLICIES FOR RECOVERY 


HON. EUGENE R. BLACK 
Governor of the Federal Reserve Board 


AM speaking tonight not as a theorist or as an economist 
| but as a plain realist. I have great respect for those 
who have the philosophies of the past to mold their 
thoughts of today, for those familiar with custom, precedents 
and traditions of other countries and of other times to guide 
their present footsteps, for those whose study and research 
have culminated in theories which should work for the better- 
ment of their fellow men and furnish solutions for those 
problems that stagger mankind. My path has been along the 
rugged road of action at a time when results and not theories 
were demanded as the price of a nation’s salvation. 

It is better on a fair sea to follow all rules of the mariner. 
When a ship is becalmed and the mariner knows that a storm 
is approaching and does not know from which direction, his 
prime duty is to save the ship. His situation proves an excep- 
tion to all rules. The test of his seamanship is bringing his ship 
to port—that’s all that counts. 

Tonight, when a year has passed, we may stop and 
philosophize, theorize, question, criticize and even censure, 
but we must admit in all fairness that in this twelve months 
action has been had and the ship is coming into port. 

I might without apparent profit discuss many of these actions. 
I might admit that some were not clothed in the mature 
judgment of normal days in America. I might be faced with 
the solemn assertion that some violated precedent and custom 
and were not in accord with established American usage. I 
might record that some have brought bewilderment and anguish 
to some earnest and honest Americans. I prefer to leave all 
this to the historian of tomorrow. I am concerned with the 
result today and tomorrow, being perfectly confident that in the 
end those principles that are fundamental will remain estab- 
lished in America. 
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On the base of a statue of an eminent son of my native state 
are chiseled these words: “ Who saves his country saves all 
things, and all things saved do bless him; who lets his country 
die, lets all things die, and all things dying curse him”. I 
believe that is true. It has been the custom for generations to 
wrap up a speech in the American flag and let the inspiration 
of its colors and its stars furnish the effects. For the past year 
the custom has been to wrap a speech in the personality of our 
President and to let his magnetism supply the effects. With 
full recognition of the worth of this appeal, I still want without 
political thought to rest only on the action of the past year, and 
that action’s cumulative result on the nation. Let’s understand 
that the nation comes first and that the nation comprises 48 
states, harboring 120 million people. “ Let first things come 
first”. 

The inauguration of no president ever found America in 
America’s situation on March 4, 1933. I am referring to that 
period not for purposes of comparison, because American 
conditions of no period can fairly be compared with conditions 
of that date. Nor am I referring to that date for the purpose 
of harrowing the memory with its plight. I am referring to 
it only as the starting point of the financial problem of the 
government. 

The financing of a government is similar in all respects to the 
financing of an individual. The condition of a country, its 
character, its resources, its income, its capabilities, its require- 
ments, its needs, its expenses, are all indicia of its financial 
problems and the measure of its ability to solve them— in the 
ultimate, the faith of a people in their own country and their 
determination that its credit shall be maintained. 

What then must a country do to meet this faith? It must 
inspire the confidence of its people. It must engender courage 
in its leaders. It must put its institutions in condition where 
they can function. It must practice necessary economies. It 
must exert every diligence to live within its income. It must 
not allow undue suffering among its people. And during an 
abnormal period, it must do the required abnormal things that 
will get it out of the mire and on the road to recovery. 

If it is required to close all the banks in the country in order 
that the good banks of a country be saved, in order that 
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confidence in our financial institutions be restored, in order that 
the base of our financial structure be saved—-CLOSE THEM! 
This action required courage, but it restored confidence. It 
saved a financial débacle and reared our banks on a new, strong 
base. One item, the increase of over one billion in deposits in 
one year’s time, evidences the necessity and attests the wisdom 
of this action. 

If it is necessary in industry to get away from destructive 
competitive methods and replace them with codperative effort 
to the advantage of employer and employee, to establish a 
governmental agency for that purpose, which will put life back 
into industry—ESTABLISH IT. The hum of a million 
wheels, the noise of a billion spindles, the clamor of steel, the 
glare of relighted furnaces, the roar of industrial activity, the 
acceleration of commerce, speak for this action. 

The incessant call to the heart of America has been the plight 
of its twelve million unemployed people—people even as you 
and I, without work in America. This call found a response 
in the establishment of the Public Works Administration where 
3 billion dollars was allotted to stir the heavy industries and 
to give employment to some of the six million unemployed 
through the paralysis of these industries ; through the effort to 
take 4 million Americans off the relief rolls and put them to 
immediate labor; through taking 300,000 young men off the 
highways begging for relief—and giving them employment. 
It isn’t necessary to justify these steps on behalf of America’s 
unemployed. Action has been required. 

Then, there is heard the urgent need of agricultural relief, 
and of an increase in commodity prices that would give the 
American farmer a chance at life, and would restore to a plane 
of decency that industry upon which American prosperity is 
fundamentally dependent. Cotton is plowed up, wheat is 
supported, hogs are bought, distribution of agricultural 
products is furthered, cotton at 12 cents instead of 6 cents, wheat 
at 82 cents instead of 50 cents, corn at 49 cents instead of 26 
cents—such are the results of action. General prosperity in 
our agricultural sections justifies this action. 

The cumulative effect of these actions spells the difference in 
American conditions today from those in America one year 
ago. 
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This result has enlarged the base of necessary financial 
operations. But other requisites existed. The country must 
not be extravagant in its normal expenditures. The Economy 
Act was passed, and extravagances in government totalling 
hundreds of millions of dollars of expenditures were stricken 
out. The country for its normal operations must live within 
its budget. Mr. Douglas, Director of the Budget, in his speech 
in New England in November said: “ Insofar as I am per- 
sonally concerned, it is my conviction that the credit of the 
government must be unimpaired. It must be preserved. I 
shall continue to this end”. I like that message and it is my 
faith that we shall continue toward that end. 

The President, in his budget message, with great boldness 
told the great financial needs of America for its normal and 
abnormal operations during this period of stress. The 
calamitists predicted that that message would impair America’s 
credit. Americans are not so easily affected by America’s 
needs. American credit continued unimpaired and unaffected. 

I shall not be surprised if we not only live within the estimate 
for the fiscal year, but live greatly under that estimate. And 
I have faith that the next fiscal year will see the budgetary 
condition just as forecast for it. Americans have faith in 
America. 

A government cannot operate with normal expenditures in 
abnormal times. A government would be not only callous, but 
unmoral, if not actually dishonest, if it did not lend its credit 
toward relieving the needs of its people in their distress. 

Government financing of the past six months has met the 
crisis and has been approved in the avidity with which 
American investors have absorbed its offerings. 

We must still economize. We must still keep our budgetary 
word. In this way only shall we keep faith with those who 
have never lost faith in the government. 

We still have many problems before us. Unemployment 
must be solved. Every man in America who wants work must 
be given a chance to work. We cannot have hunger and 
nakedness in a land where even now it is necessary to employ 
means to consume our surplus wheat and surplus cotton. 

The capital market must be opened up. We cannot have 
real prosperity in America until private capital goes to work. 
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The heavy industries must not remain partly idle, while six 
million men employed in those industries in normal times are 
unemployed. An opening up of the heavy industries must 
not be delayed because of too rigid law, or timidity on the part 
of the investors. Both must be molded to the necessity of 
action. 

Small industry must be afforded working capital so that it 
may resume full operations, and its workers remain useful 
American workers, and through its means unemployment be 
further relieved. 

Commercial banks must minister to every need of legitimate 
commercial credit. Their condition is today better than it has 
been for a generation. Their capital is intact, their deposits 
are insured. They have the confidence of the public. They 
are safe in their position as individual banks appointed to serve 
the financial needs of their community, and as integral 
individual parts of the country’s financial structure. I have 
no fear of the government’s taking them over. I earnestly 
believe that the Administration wants them only to function in 
the recovery of industry, commerce and agriculture. These 
banks can never succeed, themselves, until recovery is accom- 
plished or well on its way. And recovery cannot be 
accomplished until and unless they join in the spirit of the 
recovery program and advance to meet the needs of industry, 
commerce and agriculture. 

You will pardon me for referring to the part of the Reserve 
banks in the effort of the past three years to overcome the 
depression, and in the past year to speed recovery. In the two 
years, 1931 and 1932, we purchased approximately one billion 
two hundred million of governments, in an effort to keep iri the 
market large excess reserves, with the earnest hope that such 
reserves would go to work and aid in restoration. Restoration 
was retarded, but those excess reserves minimized the great 
evils resulting from excessive hoarding and gold exports. 
Since March 1933, we have bought an additional six hundred 
million dollars of governments, with the avowed purpose of 
keeping excess reserves in the market in aid of the general 
recovery program. 

The Reserve System’s record in these three years has not 


been different from its consistent twenty year record. Rather, 
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it is in line with its record in 1914, 1915 and 1916, when it met 
the demand and furnished credit for the large industrial and 
commercial expansion incidental to a world war. It is in 
line with its record in 1917 and 1918, when it powerfully 
supported the government in its financing and the distribution 
of billions of securities incidental to America’s part in the world 
war. It is in line with its record in curbing credit excesses 
to prevent credit-debauching during inflationary and specu- 
lative periods—never prompted by a desire for gain, and 
motivated solely by a purpose for service. 

I repeat what I said about commercial banks. I do not fear 
the creation of a government central bank. We have had two 
of them. Both flourished fora season. Each died a political 
death. 

A decentralized system of central banks, knowing and 
serving the needs of twelve separate sections of our country, 
and unitedly serving the financial, currency and credit needs 
of the nation, a system devoid of politics or political influence, 
will not be replaced by a governmental financial body that 
must needs be affected by both influences. 

The Reserve banks will continue to function in the aid of 
agriculture, commerce and industry, just as they have 
functioned during the past twenty years. 

I appreciate what Mr. Mills has said about the Reserve 
System. I wonder when the Federal Reserve Board failed 
to meet a situation because of a stalemate with four members on 
one side and four on the other side, when some great economic 
question was at stake. I wonder whether we have a 
cumbersome machinery. I wonder why we haven’t a Board 
made up of representatives of agriculture, industry and 
commerce from all parts of America. I wonder when anything 
has occurred in America that the Reserve Board didn’t know 
of it immediately. I have great faith in the Reserve System. 
I am not impartial about it; I am frankly partial. I believe 
that in the twenty years of its existence, it has served a great 
purpose. I believe it knows conditions all over America and 
hastens to meet those conditions. 

Our actions, then, have been born of necessity and have 
been taken solely in the interests of the whole nation and for 
the purpose of bringing America back into its own. There is 
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no reason for alarm at any one special action taken. Each 
action has been taken in the light of the knowledge of what 
has made America, and what will make America again. 

What is fundamentally right is as everlasting as the hills. 
American institutions will not be overthrown. At most, they 
may be modified to meet national and world conditions. Their 
principles will remain. The individual will not be obliterated. 
Individualistic efforts have built America—and will rebuild 
America. The effort must be to strengthen the citizen. His 
strength will not be lessened because in the exercise of his 
rights he must have regard for the rights of his fellow men. 

We will emerge a stronger and better nation, with better 
institutions and better citizens because of the suffering we have 
been through. For such a people and such a nation a financial 
problem is a minor problem, and will be solved in wisdom and 
justice, and in moderation. 
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of the League of Nations 


HAVE just arrived in New York, not from England or 
| from Europe but from China. For some months I have 
been immersed in problems of the Orient; for nearly 
half a year I have been cut off from direct contact with those 
of the West. Deeply therefore as I am interested in the great 
American experiment—incomparably the greatest attempt the 
world has ever seen to combine centralized direction and control 
with the essentials of personal and political freedom, with the 
capitalistic or competitive system—I feel ill-qualified at this 
moment to express any useful comments or criticisms. So far 
from representing, I cannot after this long absence even reflect, 
the wishes and opinions of my own country or continent. 

If, in these circumstances, I am justified in appearing before 
you, it is for this reason. The policy of this country, as of all 
countries, must be based upon some conception of the world 
system as a whole. Like many of those present I have been 
forced by the stupendous events of the last year to reéxamine 
the fundamentals of my own economic and political creed; and 
for this purpose detachment from the passing scene brings 
some advantages as well as disabilities. I propose then to 
offer you some reflections upon the general framework and 
environment within which international problems need to be 
considered, reflections which, I assure you, have no special 
or particular reference to this cr any other single country. 

I stand before you, let me say frankly and at once, as a 
believer in internationalism, unrepentant but, I hope, modest, 
reasonable and realistic; disappointed but not disillusioned, 
recognizing the necessity of compromise and adjustment in 
issues of immediate policy but unshaken as to ultimate ideals. 

Those who, like myself, desire to see a system under which 
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the different countries of the world will again exchange their 
special riches and the products of their distinctive skill, and 
will collectively establish and maintain peace, must clearly, in 
the present period, be prepared to distinguish the essentials 
from the non-essentials of our creed, to adjust our methods 
while not changing our goal and to concentrate our efforts 
upon supporting the best of such policies as are practicable 
rather than clamoring for the impossible. 

For example, in commercial policy the practical issue before 
the world is obviously not free trade or protection ; it is whether 
national economies, which will in any case be protected in the 
last measure by tariffs, shall or shall not be so adjusted as still 
to permit international trade without either unnecessary im- 
poverishment or provocation. In the political sphere the 
practical issue is not whether national sovereignties should be 
replaced by a world state, but whether they can be prevented 
from coming into hostile collision. 

We need not ask at this moment that the world should plan 
its economic and political system as a whole. A more modest 
ambition is enough. It is that each nation, in deciding upon 
its own action, should at least plan its own national policy as a 
whole, and in doing so, should recognize that whatever is un- 
certain in this changing world, at least the laws of arithmetic 
are immutable. During many years of experience in economic 
negotiations in Geneva one conviction was burnt into me. It 
was that the chief obstacle to agreement was not the conflict 
of national interests but the fact that national policies were 
not thought out and consistent in themselves. I tried to pene- 
trate behind the formal presentation of their case by national 
delegates to the real preoccupations, the real spring of action 
in their minds. In nearly every case, when I succeeded, I 
found that it was not ultimately any conception, right or 
wrong, of national policy but a calculation of political pressures 
from sectional interests in their respective parliaments. 
National differences can be adjusted ; but national policies that 
are fundamentally inconsistent in themselves, that are intrins- 
ically self-destructive, are an impossible foundation for any 
tolerable economic system. Piecemeal and improvised action, 
dictated by successive emergencies and sectional pressure, does 
not give us a planned economy. It is the antithesis of it. How 
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often have I made that reflection during this last decade of 
experiment! 

In speaking of the laws of arithmetic, I am of course think- 
ing especially of the balance of trade and of payments which 
form the environment within which any currency system has 
to work. Every country has a choice as to the kind of balance 
it will aim at. It may both buy and sell little or it may 
both buy and sell a lot. But is utterly useless to aim at an 
unbalance. A permanently positive balance of payments is an 
arithmetic impossibility. This of course is a platitude. But 
I prefer a platitude to a paradox. What is a platitude after 
all? It is the crystallized wisdom and experience of the past; 
a truth that may have become monotonous but only because 
it is axiomatic and indisputable. Such a platitude is always 
worth repeating if it is inconsistent with practice; and if this 
particular platitude were in fact the basis of national policies 
the whole face of the world would be transformed. What is 
the use of trying by successive increases of tariffs to exclude 
particular imports and by successive subsidies to force out 
particular exports, when the net total cannot be changed? 
Each measure, as it is taken, may seem an act of shrewdness. 
But the sum of such individual acts of shrewdness is plain 
insanity. 

But granted this, our choice remains, do we want interna- 
tional trade or not? This is a real and a practicable choice. 
There are those who argue, with some force, that international 
trade involves such dislocations and such provocations that 
(except for the interchange of such commodities as cannot, at 
whatever extra cost, be produced at home) it is best for each 
country to make itself self-sufficient. They have three main 
reasons to support this contention; first that, in spite of the im- 
poverishment that self-sufficiency involves in comparison with 
a properly functioning world system, it is at least both better 
and safer than the perpetual collision of policies designed to 
make exports exceed imports with the dislocations and the 
provocations that such policies involve; second that some 
countries, such as this one, are in natural resources largely, 
though not completely, self-sufficient ; and thirdly that modern 
industrialization makes a larger measure of self-sufficiency 
possible for even less fortunate countries than in the past. 
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Nevertheless, if the ideal of self-sufficiency is not the worst 
of the possible alternatives—and it is not—it represents, in my 
view, the despair of human reason and of human wisdom; a 
wanton abandonment of the wisest practicable level of pros- 
perity ; and a disastrous snapping of those bonds of interacting 
interest which constitute the chief corrective forces to danger- 
ous movements of opposing and hostile nationalism. 

If each country, even one so nearly capable of self-sufficiency 
as this one, will only think out its own ideal of national 
economy consistently, without forgetting the laws of arithmetic, 
and will then enforce its conclusions through every successive 
measure of policy, I have no doubt as to the result. For it is 
not just a question of what commodities have to be imported 
because they cannot be produced at home. It is also equally 
a question of what internal adjustments and dislocations will be 
necessitated by the abandonment of exports which is the ines- 
capable corollary consequence of the exclusion of imports. 
And it is very misleading to consider only what proportion 
exports are of the total trade of a country. We need equally 
to consider the radiating and indirect effect of the loss of those 
exports. I have just come from a great country which com- 
prises one-fifth of the world’s population, but only accounts for 
about two per cent of the world’s external trade; yet I have 
been profoundly impressed by the disastrous effects, through- 
out the whole economy of that country, of the reduction of its 
exports during the last two years of the world depression. But 
I-need not elaborate this point. You have all read the recent 
paper of Mr. Secretary Wallace, in which he shows that 
a nationalist policy in this country would mean the withdrawal 
from cultivation of forty million acres of good land or one 
hundred million acres of poor land. 

Let me now for a moment refer rather more specifically to 
the actual subject of this conference, currency. What I have 
already said is not, I think, irrelevant. For a world currency, 
or a reasonably stable relation between national currencies, is 
indispensable as a medium for world trade; is impossible except 
with an equilibrium in world trade; and is useless except for the 
purposes of world trade. 

The first comment I have to make is this. A great deal 
depends on the spirit in which difficult problems are ap- 
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proached, and in the many negotiations and adjustments that 
now have to be made, the approach is too often, I think, made 
in a “trading spirit”. This trading spirit is, in my view, 
both grossly exaggerated and disastrously misplaced. It is 
true that there must and, in my view, should be competition ; 
but in the world of ill-distributed surpluses—as distinct from 
the scarcity of earlier eras—codperation offers more, and even 
successful competition offers less, relative benefits than in the 
past. And the trading spirit is, in my view, especially mis- 
placed when it enters the sphere of currency problems. 
Currency, the world’s medium of exchange, should be a part 
of the stable framework of rules within which the competitive 
game is played. To use currency itself as an instrument of 
competition is like trying to win a game of tennis by changing 
the size of the court in which one plays. Or, we may say, to 
change the metaphor, that the essential function of currency is 
to form a bridge between the products of different countries 
which are specialized on different forms of effort. But there is 
one kind of bridge that it cannot possibly provide—and that 
is a bridge for one-way traffic or even, indeed, for unequal 
traffic. 

After what I have said, it will be evident that I look forward 
to a time at which the exchanges will be stabilized again. That 
does not mean, however, that I think such a stabilization is 
practicable at this moment. One thing at least is certain. 
There is no use trying to tie exchanges together except at a 
level which represents economic facts. If, at a given moment, 
the current exchange rates reflect not so much existing economic 
facts (that is, relative price levels and the balance of trade and 
payments) as expectations or speculations about future currency 
policy or future differences in price levels, it is useless to think 
of fixing them at that point. No country, in my view, could 
expose itself to the risk that would be involved of being forced 
into a new deflation or into another abandonment of a pro- 
fessed stabilization with the further shock to confidence that 
would follow. 

Incidentally, although I do not intend to discuss Chinese 
problems and have no authority to express Chinese policy, I 
cannot refrain in this connection from mentioning the very 
striking example of the effect of an appreciating currency 
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which I have just been studying; China practically escaped 
the effects of the world depression during its first two years, 
1930 and 1931; it has suffered heavily from it during the last 
two years, 1932 and 1933. It seems to me incontestable that 
the striking difference is, in very large measure, due to the 
fact that, in the first period, the fall in gold prices was offset 
by the fact that silver, which was China’s currency, was at the 
same time falling in terms of gold; and that, in the second 
period, after the departure from gold of the pound, the rupee, 
the yen and, more recently, the American dollar, the Chinese 
dollar has been appreciating in terms of all the currencies that 
most concern her. For China a rising value of silver means 
currency deflation; and there, as elsewhere, currency deflation 
is a dislocating and disastrous process. 

I have talked mainly of economic questions tonight because 
that is what this agenda is concerned with. But we need 
always to remember, and never more than at this moment, that 
no stable prosperity is possible for the world or for any country 
in it except on the basis not only of peace but of a reasonable 
assurance that peace will be maintained. And not only as an 
internationalist but, if I may say so, as a private citizen of the 
world, I am more anxious now about political events than 
economic events; and as much concerned with the effect of 
economic policies in helping or injuring peace as with their 
effect in helping or impeding prosperity. This does not mean 
that I believe there is an imminent danger of a great war. I 
do not. 

What I fear in the next few years is not war, but provo- 
cative policies and preparations which will bring war later; not 
actual conflict, but the very weakening of the collective peace 
system, without which, more than ever, I am convinced that 
peace cannot be permanently maintained. I will not now 
discuss whether the League of Nations or the wider system of 
codrdinated action between signatories of the League and the 
Kellogg Pact, which has been growing up, needs modification. 
But I would like to reaffirm my undiminished faith that the 
essential principles upon which these two great instruments 
were based are the right ones and the only possible ones. 

There is no practicable alternative. Since preparations for 
defence are necessarily preparations for possible offence, since 
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no single country is, or can be, in our period strong enough to 
impose a pax romana on the world—security against a com- 
bination of aggressors through national armaments is, just as 
much as permanently positive balances of payment, a sheer 
arithmetical impossibility. There is, and can be, no real peace 
system except the collective peace system. And in the estab- 
lishment of such a system, whatever its precise form and 
method, I venture to say that no great country, above all no 
country with great world interests, can escape its share of re- 
sponsibility. In the modern world a country which takes no 
part in controlling external events will inevitably be entangled 
in them ; isolation is not an escape from political entanglements, 
it is a lure into the most fatal and least controllable form of 
entanglement. There is one way, and one way only, by which 
we can avoid being the slave of events and that is to be their 
master. 

At a crucial moment in the history of your country and mine, 
Burke called on his fellow citizens to remember that great 
empire and little minds go ill together. I venture to suggest 
the incompatibility—tthe impossible incompatibility—of great 
interests and small responsibilities. 

Mr. Chairman, as I try to look into the years ahead of us, it 
is not the immediate future, it is not the ultimate future that 
fills me with apprehension. It is the middle distance. I do 
not fear an immediate return of grave economic depression, 
I do not fear the immediate outbreak of another great war. 
Nor do I doubt that mankind will ultimately be successful in 
establishing a system which will enable the full harvest of 
modern skill and science to be reaped and assured peace to be 
maintained. What I am concerned with is the danger of re- 
cession a little after the present movement of world re- 
covery ; of the near future of armed and anxious peace being 
later succeeded—when the sons of those now present are reach- 
ing their manhood—by another war. But whether this 
middle distance is one of disastrous recession, or of steady ad- 
vance toward man’s ultimate triumph, depends mainly not 
upon the generation which will suffer or enjoy the consequences, 
but upon us. It depends not upon what is decided in later 
years, but upon what is decided now. For good or for ill—and 
it may be for either—the controls of the world are concentrated 
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as they have never been before. The great opposing currents 
and forces that are now urging the world respectively toward, 
and away from, disaster are still not unequal. And in these 
conditions of special danger and of special opportunity, it may 
be that the collective and determined efforts of those who are 
here this evening and of the institutions and the means of 
influence which they represent could be decisive not only for the 
future of one country but of the world. 
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